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WARREN’S WAY BACK FROM THE BUDGET CLIFF: 
“ ACTION , ACTION, ACTION ’ WON’T BE NOT ENOUGH 


Werner Z. Hirsch, UCLA Professor Emeritus 
Daniel J.B. Mitchell, Ho-su Wu Professor at the UCLA Anderson School of 
Management & Department of Public Policy, UCLA School of Public Affairs 

“We support Prop 57 and we support Prop 58, and I think you will see very shortly even 
the Democratic Party will come on board and support both of those initiatives. They are 
essential to our economic survivability. We need those in order for the state’s fiscal 
crisis not to be pushed over a cliff. ” 


Assembly Speaker Fabian Nunez 

supporting state borrowing to cover past and current 

deficits under 

Propositions 57 and 58 on the March 2004 ballot 1 

“ ...Never again will the politicians drive our state to the verge of bankruptcy. It will be a 
whole new ballgame. Trust me. ” 

Governor Arnold Schwarzenegger 
supporting Propositions 57 and 58“ 

“You really know how to hurt a guy. ” 


Governor Arnold Schwarzenegger 

when asked whether his budget proposals, involving 

borrowing to cover 

deficit spending, were not similar to former 
Governor Davis’ proposals 

In the previous edition of California Policy Options, we traced the evolution of 
California’s state budget crisis up through the October 2003 gubernatorial recall 
election. 4 Various remedies that have been discussed by fiscal analysts were outlined in 
that chapter. None of these proposals have been adopted. The budgetary fix of 2004-05 
is widely viewed as temporary and postpones problems that will emerge in later years. 

Although through July 2004 attention focused on the day-to-day negotiations and 
procedures that ultimately produce the annual state budget, the fact is that the forces that 
led to the budget crisis developed over many years. Governor Schwarzenegger was 
elected to provide “ Action, Action, Action ” in the immediate future to resolve the state’s 


This chapter covers through the passage of the 2004-05 state budget and up until late September 2004. It 
does not discuss the voluminous state performance review released in early August 2004, although that 
review could have significant fiscal effects in future years. At this writing, that review is undergoing public 
hearings. 
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ongoing budget crisis. 5 But we argue below that there are lessons from California 
history that will illuminate the path back to budgetary stability. Keeping to that path will 
require patience and reform over an extended period. Perhaps not surprisingly, given 
California’s reputation as an automobile state, those lessons come from one of 
California’s major infrastructure projects: its freeway system under Governor Earl 
Warren in the late 1940s. 

As a result of that observation, which we document below, this year’s chapter is 
divided into two basic sections. In Part I, we provide an account of budget developments 
since the recall election of 2003. Readers are urged to consult our previous budget 
chapter in the 2004 edition of California Policy Options for an analysis of the 
developments that brought about the budget crisis of the early 2000s and the recall. 

In Part II, we go back to the 1940s history of the modern California freeway 
system and its implications for the state’s current and future fiscal policy. What is 
noteworthy about the launching of that emblematic transportation system in the late 
1940s is that Californians demanded that their gas taxes be raised to pay for it. In 
contrast, tax increases have been strongly resisted as a response to the current crisis and 
one tax - the “car tax” - was rolled back in response to public opinion by Governor 
Schwarzenegger immediately upon taking office. Clearly, the car tax in 2003 was 
viewed very differently than the gas tax in 1947. Why was that? What has changed? 

Several findings emerge from this year’s chapter: 

■ The state budget signed by Governor Gray Davis in August 2003 for the 2003-04 
fiscal year remained largely in place after the 2003 recall. But because the new 
Governor undid Davis’ car tax hike and found that mid-year budget cuts were 
difficult, more borrowing was required. 

■ For budgeting in the subsequent fiscal year (2004-05), however, the 2003 recall 
led to a change in the roles of the Governor and the Legislature. Specifically, the 
Governor became a much more central player in the budget process than his 
predecessor. Although the Governor - by constitutional mandate - proposes an 
initial budget, the negotiations process that take that proposal to final adoption 
also seemed to migrate to the Governor’s office. The Legislature’s role in budget 
making was correspondingly squeezed as a result. Adding weight to that shift, 
voters soundly trounced an initiative that would have restored bargaining clout to 
the Legislature in March 2004. Pushback against this legislative erosion of power 
led to a failure - once again - to produce an on-time budget for 2004-05. 

■ Many observers trace the current budgetary problems of the state to Proposition 
13, the 1978 initiative that drastically cut and limited property taxes. However, 
Proposition 13 reflected a more fundamental political development; a loss of trust 
of the electorate in state and local govermnent. Voters are unlikely to support tax 
increases at the state level until that trust is restored. Nevertheless, their behavior 
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in recent local elections indicates that they are willing to pay more for 
government services IF they believe that those services will be delivered. 

■ The issue of trust is well illustrated by the history of California freeways. That 
history - which is documented at length in this chapter - suggests that voters will 
even support increased state taxes once they have a sense that tangible and 
valuable services are going to result. 

■ Restoration of trust - if it occurs - will be a multiyear process. For many years, 
as an indirect consequence of Proposition 13, responsibility for governmental 
service moved to Sacramento. Part of the restoration process must be a 
rebalancing toward local government. It must also entail heavy use of the types 
of fiscal instruments that economists and good government advocates detest: 
earmarked taxes and specialized trust funds. 

■ Transparency in budgeting - a theme repeatedly invoked in earlier budget 
chapters - is an important element in restoring trust in state government. 
However, the incentives to produce a transparent budget are weak at best in the 
short term, when fiscal tricks designed to produce a seemingly-balanced budget 
are regularly employed. In principle, the Legislative Analyst could provide the 
needed transparency, but the Analyst so far has not been willing to challenge the 
basic formatting of the budget. That leaves one elected official - the state 
controller - with a potential incentive to push for transparency. 

Part I: Background to the 2004-05 Budget Process 

By now, the outlines of the state budget crisis are well known. 6 There were 
warnings as early as the mid-1990s that California faced an eventual long-term structural 
deficit due to its evolving commitments and demographics. However, a rocketing stock 
market produced a rush of capital gains tax revenue from stock options and other stock 
transactions. This revenue masked emerging long-term problems whose broad outline 
was already apparent to researchers. There was an increase in state reserves as a result of 
capital gains so it is not true that no “rainy day” saving occurred. But by the time 
revenue peaked, outflows from the General Fund already exceeded inflows. The 
subsequent recession and stock market decline, especially the decline in California- 
centered high-tech and dot.com stocks, drastically cut state revenues. Despite the 
revenue loss, there was no concomitant cut in expenditures. Accumulated reserves were 
quickly drained and the state had to borrow increasing amounts to cover the net outflow 
of cash. 


The fiscal crisis was highlighted by paralysis in the decision-making process. 
Budgets were not adopted on time as new fiscal years began on July 1. These delays 
caused administrative problems in paying state bills and suggested to lenders and bond¬ 
rating agencies that California’s budgetary problems were not being responsibly 
addressed by elected officials. The state’s bond ratings were downgraded, leading to 
higher interest costs on the expanding state debt. 
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Nonetheless, voters re-elected Governor Davis in 2002, despite an earlier 
electricity crisis that had brought rolling blackouts, especially in northern California. But 
his re-election was due to the lack of a credible Republican opponent rather than to public 
confidence in Davis. The recall procedure allowed Republican Arnold Schwarzenegger 
to avoid the primary process, a process that had produced a losing candidate in 2002. 
And the fiscal crisis then combined with the electricity crisis to lead to Davis’ recall and 
Schwarzenegger’s victory. 


Early Days 

“I love working for the people of California. It is better than being a movie star. ” 

Governor Arnold Schwarzenegger 
State of the State address, January 6, 2004 

“You cannot not like this governor. He won’t let you. ” 

State Senator Sheila Kuehl 
describing Governor Schwarzenegger 7 

By the time Governor Schwarzenegger took office, the state had floated a tobacco 
bond - thereby using up the remains of its future stream of tobacco settlement revenue - 
and was in the initial process of floating legally-questionable deficit financing bonds and 
pension bonds that were part of the August 2003 “Davis” budget. Substantial borrowing 
was occurring through short-term revenue anticipation warrants and revenue anticipation 
notes. Bond rating agencies were downgrading the state’s credit rating and a potential 
cash crisis loomed by June 2004. 

Various state services were reportedly degrading, ranging from prison visiting 
hours to the provision of technical information to taxpayers by the Franchise Tax Board 
and to maintenance of flood control projects. In different ways, the state had effectively 
transferred revenue from local governments to its own uses, thus causing erosion of 
services at the local level. This problem was compounded by special economic factors 
affecting particular localities. Bay Area local governments were particularly hit by 
revenue losses associated with the dot.com bust and the resulting regional recession. And 
some southern California local governments had had to expend resources fighting a rash 
of wildfires that erupted in mountainous areas. The General Fund had tapped other state 
accounts originally created for special purposes, notably for transportation. As a result, 
transportation projects were delayed, cancelled, or simply not planned at all. 

Apart from these short-term developments, a host of longer-term problems had 
evolved by the time of the recall. For example, the K-14 school system had become 
dependent on Sacramento for support after the passage of Prop 13 in 1978. To protect its 
share of the General Fund, the local educational establishment - especially the California 
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Teachers Association (CTA) - successfully pushed for Prop 98 in 1988. That proposition 
earmarked funds for K-14 through complex formulas, thus removing legislative 
discretion. 

The shift in responsibility to Sacramento, however, led to a complicated set of 
allocation formulas within the overall Prop 98 guarantee, so-called “categoricals” which 
earmarked funds for particular educational programs. And within K-14, it was really K- 
12 that had political muscle through the CTA and other organizations. Thus, community 
colleges were likely to be squeezed whenever there were fiscal crises. Incoming 
Secretary of Education Richard Riordan called for a “systematic reform of the entire 

q 

system.” But such longstanding issues were not the top priority of the Governor’s office 
in the early days of the Schwarzenegger administration. 

Shortly after taking office, the new Schwarzenegger administration proposed cuts 
in the existing (2003-04) budget that it tabulated as totaling $1.9 billion. But over a 
period of months following the inauguration, a pattern developed of floating unappetizing 
budget-related proposals and then pulling back and negotiating a compromise. To some 
extent, there was a good cop/bad cop routine in which Director of Finance Donna Arduin, 
or someone else, would announce a distasteful proposed budget cut - such as reduced aid 
to the disabled. Then the cut would be withdrawn and replaced by a less onerous 
proposal after consultation with interest groups and opponents. 

In other cases, the Governor tried to avoid actions that would appear harsh, for 
example, promising there would be no state layoffs before Christmas. At one point, the 
Governor made concessions to hunger strikers who had camped in a park near the 
Capitol. 9 Various counties and nonprofit agencies operated on the basis of letters from 
the state indicating that contracts for funding would be forthcoming. When a “freeze” on 
new contracts was imposed, they were infonned that the promised funds would not 
arrive. Protests led to a reversal and the promised funds were delivered. An outcry by 
animal rights activists over a proposal to relax a mandate requiring a minimum period 
before euthanasia of stray pets led to the Governor terming the idea a “mistake” and 
quickly dropping it. 10 However, two issues stood out in the early days of the 
Schwarzenegger administration: 1) the car tax and its relation to local government 
finance and 2) legislative approval for a new bond issue and a related spending cap. 

The Car Tax and Local Governments 

“Hardworking Californians who want safe, reliable transportation for their families 
were especially hard hit by this regressive tax. Now they will have more money in their 
pockets to pay for needed goods and sendees. ” 

Governor Arnold Schwarzenegger 
Press release dated November 11, 2003 
announcing car tax repeal 
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“...As an elected official, I don’t operate in an ideal world. Instead, I operate in one 
where money comes in envelopes from Sacramento. And as long as that’s the case, I’ll 
squawk just as loud as all the other pressure groups and demand that the envelopes for 
my city be as fat as possible. ’’ 

William Fulton 
Ventura City Councilman 11 

The car tax - more properly known as the Vehicle License Fee (VLF) - became a 
major issue in the recall election. During the late 1990s, when revenue was flush, the 
Legislature cut this tax. However, the VLF was not really a state tax. Rather it was a 
local property tax on cars. The VLF was collected by the state Department of Motor 
Vehicles (DMV) for historical reasons and then distributed to local governments where 
the cars were registered. As such, the tax really had nothing to do with financing services 
associated with cars, e.g., street repairs or traffic control, even though most voters and 
taxpayers probably assumed that it did. It was essentially general revenue for local 
governments that they could spend on any local functions, car-related or not. We will 
return to this point later. However, since the VLF was not a state source of revenue - but 
the state was nonetheless cutting it - Sacramento “backfilled” the lost revenue from the 
General Fund (reimbursed localities for the lost revenue). 

When the VLF was cut, the Legislature enacted a “trigger” that would raise the 
tax back to its original level - thus relieving the state of the need to backfill - if there was 
inadequate state revenue in the future. The trigger was vague, however, about what 
exactly was needed to pull it and who would do the pulling. After the state controller 
refused to be the triggennan, Governor Davis had his Director of Finance do the pulling 
and incorporated the saving into his 2003-04 May Revise budget. 

Candidate Schwarzenegger promised both repeal of Davis’ VLF increase and a 
continued state backfill during the recall election campaign. Upon taking office, he did 
roll back the VLF increase, potentially costing local governments about $4 billion per 
year. But soon after the rollback, word began to come out suggesting that local 
governments might in fact lose some or all of the revenue, i.e., the state would not make 
them whole. 

Local officials, not surprisingly, loudly denounced the potential revenue loss. Los 
Angeles Mayor James Hahn called the prospect of lost backfill funding “illegal” and said 
that it would be “immoral for people to break their word, to go back on pledges.” The 
Governor soon found a way to reimburse the localities for the lost VLF revenue. But 
having done so, within a short time he proposed taking away $1.3 billion in local 
property taxes for the 2004-05 budget year and appropriating that money for the state. 
New outcries arose. Soon the localities were able to develop a negotiating chip by 
circulating a ballot initiative that would effectively block the state from taking local 
revenues without voter approval. The consequences of those later negotiations are 
discussed below. 
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California was not alone among the states in facing budgetary woes. All affected 
states engaged in some mix of spending cuts and tax increases - although the major tax 
sources such as income taxes and sales taxes were typically off the table. There was 
even a gubernatorial recall effort in Nevada - ultimately abortive - that mimicked 
California’s. However, California had earlier gone further than many states in stripping 
local governments of independent tax resources, chiefly the property tax, and making 
them dependent on state funding decisions. Thus, it is not surprising that frictions 
between local governments and state government would become especially heated in the 
wake of the on-again/off-again car tax and the expropriation of local property tax revenue 
by the state. 


The Passage of Propositions 57 and 58 

“Unless you find a very big bank to rob, there’s no other way to get this kind of money. ” 

John Burton 

Senate President Pro-Tern 14 

“He allowed the Democratic leadership a place at the table. I don 7 think he expected 
them to eat the whole meal. ” 


Republican Assemblyman Ken Maddox 15 

“I am a happy governor because today is a new day for California. There is now order 
in our fiscal house. ” 


Governor Arnold Schwarzenegger 
on reaching a deal with legislative Democrats 
putting Props 57 and 58 on the ballot 16 

Under the original Davis budget that was inherited by the new Governor, there 
was to be a deficit-financing bond of $10.7 billion plus a pension bond to cover 
retirement fund obligations. Both of these were legally questionable. The state 
constitution requires a popular vote on long-tenn general obligation bonds and requires 
that bonds be for some particular purpose rather than for general revenue. But there had 
been no vote of the people on the Davis bonds and the deficit-financing bond was not for 
a specific purpose. A legal challenge had already been filed to the pension bond by the 
time Arnold Schwarzenegger took office. 

Davis’ deficit-financing bond ostensibly avoided the long-term issue by requiring 
an annual vote of the Legislature concerning whether to pay each year’s debt service. It 
contained a complicated “triple flip” feature to avoid being considered a General Fund 
obligation. Under this arrangement, a portion of the sales tax was earmarked to back 
repayment of the bond. The eannarked revenue stream would make the bond more 
attractive to investors. Since the earmarking arrangement took sales tax revenue from 
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local governments, they were reimbursed by taking property tax from local school 
districts. In turn, the school districts were to be reimbursed by the state’s General Fund. 

The alternative Schwarzenegger proposal involved borrowing up to $15 billion, 
but with a vote of the people approving both the borrowing and the fact that the bond was 
not for a specific purpose. Along with the bond approval there was to be an 
accompanying “cap” on state spending and a requirement for a “rainy day” fund. To 
place these items on the March 2004 ballot, the Governor needed either approval of the 
Legislature or circulation of initiative petitions. The latter route would have required 
very rapid signature gathering. Hence, from a timing perspective the legislative route 
was much more desirable. In on-and-off negotiations with legislative Democrats - 
accompanied by a further downgrading of the state’s credit rating by Moody’s in early 
December 2003 - the Governor eventually agreed to a watered down “cap,” criticized by 

17 

some Republicans as not a real cap at all. 

Under the agreed-upon cap provision, the Governor was given the authority to 
proclaim a fiscal emergency and summon the Legislature into special session if there 
were a substantial decline in revenues or rise in expenditures. During a 45-day period, 
the Legislature was not to recess or work on any non-budget legislation. There was also 
a requirement for a “balanced” budget. But, as in the past, the definition of what that 
tenn means is not precise and could involve some form of borrowing. There was a 
requirement beginning in 2006-07 for a schedule of transfers into a “rainy-day” reserve 

reaching $8 billion or 5% of General Fund revenue - whichever is greater. But funds 
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could be transferred out of the reserve to cover expenditures. 

In contrast, the Governor’s initial cap proposal utilized a formula limiting 
expenditures to a combination of population growth and per capita income. And the 
Governor would have had the power to cut expenditures if a deficit began to appear. 
Agreeing to the watered down cap was the first major compromise of the 
Schwarzenegger administration. 

Propositions 57 (the bond) and 58 (the cap) were the products of the negotiations 
between the Legislature’s Democrats and the Governor. 19 The triple flip feature of the 
old Davis bond was retained so that the new bond would have an earmarked revenue 
source. That feature would give it a better rating than an ordinary general obligation 
bond. In the aftermath of the deal on putting the bonds on the ballot, the Governor 
created a “California Performance Review Commission” to improve state efficiency. 

That effort may have been a more orderly outgrowth of the “audit” promised by 

20 

candidate Schwarzenegger and hastily conducted on taking office.” 

A Public Policy Institute of California poll taken about three weeks before the 
March 2004 election showed Prop 58 narrowly passing and Prop 57 leaving the electorate 
split with a large undecided vote. A major campaign in support of the two propositions 
had the Governor threatening “Armageddon” if the bond did not pass and arguing that 
with the cap the state would be tearing up its credit cards in the future. Ultimately, the 
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two bond measures were overwhelming passed. Prop 57 received 63.4% support of the 
voters and Prop 58 received 71.2%. 22 

State Controller Steve Westly, a Democrat, supported the two measures as did the 
legislative Democrats who had originally negotiated the deal. The only major 
officeholder who withheld support was Phil Angelides, the Democratic state treasurer, 
who ironically would be administratively responsible for the bond flotation. Angelides 
argued that “no one should be threatening the voters... with Armageddon,” and favored a 
tax increase. 23 In the Legislature, Republican Tom McClintock - who ran in the recall 
election as a fiscal conservative - also opposed the two propositions. But other 
Republicans, grudgingly perhaps, went along with the Governor’s plan. 

The ability to borrow under Props 57 and 58 - and to borrow more than Davis had 
proposed - created a degree of breathing room for fiscal years 2003-04 and 2004-05. 
State borrowing ability was further enhanced by persuading a taxpayers group that had 
backed the Governor in the recall to abandon its legal challenge to pension bonds. (The 
Legislative Analyst and the Legislative Counsel nonetheless expressed concerns about 
the legality of pension bonds.) De facto borrowing supplemented official borrowing, 
even for relatively minor items. For example, the state “saved” $1.7 million by not 
paying membership dues to organizations such as the National Governors Association, 
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effectively leaving such groups with an IOU to be paid some time in the future." 

Large-scale layoffs of state employees had been threatened under the Davis 
budget, but these did not occur. Most contractions of state employment occurred through 
attrition and leaving vacancies unfilled. Initially, the Governor indicated he didn’t want 
to lay off anyone before Christmas. And after Christmas he wanted to study the issue 

further. Similarly, proposals to renegotiate existing collective bargaining agreements 
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covering state employees did not lead to actual contract revisions during 2003-04." 
Many state workers in fact ultimately remained scheduled to receive 5% pay increases on 
October 1, 2004. 

An important element with regard to layoffs or contract negotiations is that most 
state-funded services are not carried out by state civil servants. The state provides 
funding to localities and school districts that perform many services. Whether or not 
those employees were laid off was in the hands of the local authorities. Within the 
universe of direct state employees, well over a third work for the University of California 
and the Cal State systems. Decisions on employment in higher education are in the hands 
of administrators at those institutions who have a significant degree of autonomy. 

The Department of Corrections employs about 14% of the state workforce. As a 
state agency, the opportunity to lay off state workers there is greater than in higher 
education or the localities. But although there was much concern about inefficient prison 
administration and the political influence of the prison guards’ union, staffing needs in 
prisons are largely detennined by crime rates and sentencing practices. And the 
Governor let it be known that he opposed Prop 66 on the November 2004 ballot that 
would soften the “three-strikes” sentencing law. 
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Finally, there are agencies the Governor did not want to cut, even if there were no 
constraints on doing so. Four hundred new hires were actually authorized for the 
Department of Motor Vehicles, an agency where most middle class voters are likely to 
come in contact with the state annually as they renew car registrations and drivers’ 
pennits. Apparently, the specter of long lines at the DMV angering such voters was 
behind the hiring. In any event, in June 2004, an end was announced to the loose hiring 
"freeze" that had been in effect since October 2001. 28 

The Failure of Proposition 56 

"Opponents say Proposition 56 would make it easier to raise taxes. To some degree, 
they ’re right. If it had been in effect for the last two years, the governor and the 
Legislature would have been more likely to solve the fiscal crisis with a responsible 
combination of budget cuts and temporary tax increases... ” 

Editorial in the Los Angeles Times 
supporting Prop 56 29 

“The real purpose of Proposition 56 is to give the Legislature a free hand to raise taxes. 
That’s a tough sell, so they added window dressing to make it sound better, to help sell it. 
They ’re even calling it budget accountability. ’’ 

30 

TV ad opposing Prop 56 

California requires a two thirds vote in the Legislature for budget approvals or tax 
increases. Since Republicans have had somewhat over one third of the votes in both 
houses, even a party-line vote by Democrats cannot pass a budget or raise taxes without 
some minority party support. The March 2004 ballot included an initiative - Prop 56 - 
which would have cut the required supermajority to 55%. To entice voters, the initiative 
included a penalty provision mandating that the Legislature and Governor would not be 
paid their salaries for each day of the new fiscal year in which no budget was enacted. A 
loose “rainy day” fund mandate was also included to attract votes. 

As part of the deal with legislative Democrats on Props 57 and 58, Governor 
Schwarzenegger did not actively campaign against Prop 56, even though he officially 
opposed it. Despite the resulting gubernatorial silence, Prop 56 received only 34.3% 
support in the election. That outcome was itself significant since it strongly suggested 
that there would be no tax increase in 2004-05 or beyond unless the Governor supported 
one. The Governor at times toyed in public with the possibility of a tax increase at some 
vague point in the future. But it was certainly not on offer for 2004-05. 

Prop 56, therefore, symbolized both lack of voter trust in the Legislature and - 
when compared with the margin of passage of Props 57 and 58 - the increased power of 
the Governor. A little more than a month after the March 2004 election, the Governor 
speculated in public that California might be better off with a part-time Legislature. 
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“Spending so much time in Sacramento, without anything to do, then out of that comes 
strange bills,” he said/ Members of the Legislature, however, protested that the 
Governor was trying to “marginalize” their branch of government and complained of a 
lack of "public input" into gubernatorial decision making. 32 

As the Governor cut deals with various interest groups such as teachers, local 
governments, and others, Democrats in the Legislature began to focus on issues of waste 
and abuse. A particular focus was placed on various scandals related to the prisons, and 
on prior negotiations of what were now seen as overly-generous pay increases to prison 
guards. Issues of that type are high profile and receive media attention. But such 
concerns often involve relatively small sums when compared with the aggregate 
budgetary problem. 

Ultimately, however, the Governor cannot have a budget unless the Legislature 
enacts one. Budget enactment after July 1 puts the state in a fiscal-legal limbo in which it 
cannot pay (some) suppliers and most state employees are supposed to be paid only the 
minimum wage or nothing at all. 33 Governor Davis’ late budgets were a prominent 
element in the recall. Thus, the Legislature retained some leverage over the Governor as 
the budget deadline approaches or passes. 

In principle, the Legislature is supposed to enact a budget by June 15. That date 
came and went in 2004 without a budget for 2004-05. However, the delay was initially 
attributed by the Governor’s office to events related to the Reagan funeral. As July 1 
approached, the Governor met with the Democratic and Republican leaders of the 
Assembly and Senate (the so-called “Big 5”) and played down the consequences of 
missing the deadline. The final budget was not signed until July 31. 

A Deal for K-12/K-14 Education 

“I don’t believe the governor wants to cut education. He has said that publicly. He said 
it personally to me... We are talking. Iam hopeful we can work it out. ” 

Barbara Kerr 

President, California Teachers Association 34 

“I need $2 billion. Can you help me get it? What would that look like? ’’ 

Alleged phone call from Governor Schwarzenegger 
to the California Teachers Association political 
director 35 

Under Proposition 98 (1988), a complicated set of formulas detennines spending 
for K-14. Although the community colleges are included, the real clout lies in K-12 and 
in the California Teachers Association (CTA) that sponsored Prop 98. Because of the 
formulaic nature of Prop 98, CTA has a built-in floor from which to begin negotiations 
on budget matters. A supermajority of the Legislature can override the requirements of 
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Prop 98. However, when budget squeezes arise there is limited flexibility in practice. 
Much depends on the willingness of the K-12 establishment to accept a temporary 
erosion below the Prop 98 floor in exchange for future promises to pay back the lost 
funds. 


Education continues to be important to the voting public as the passage of Prop 98 
demonstrated. There is little political payoff in being anti-school and potentially much to 
be lost from that stance among middle class voters. Thus, it is not surprising that the first 
real deal between the Governor and an interest group would involve Prop 98 funding. 
The outlines of the deal involved a “deferral” of $2 billion out of the $4 billion increase 
in K-14 spending Prop 98 was expected to require. This arrangement allowed the 
Governor to say that he did not cut K-14 (since spending would rise) while at the same 
time reducing the size of the rise below what Prop 98 would otherwise have mandated. 36 

Local Governments (Seem to) Make a Deal 

“I was at a Los Angeles City Council meeting when practically every council member 
stood up to make a fawning speech thanking Schwarzenegger for restoring cuts from the 
rollback of the vehicle license fee. ‘What fools, ’ I whispered to a companion. Any dope 
could have predicted that whatever money Schwarzenegger stuffed into one pocket, he’d 
grab from another. ’’ 


Steve Lopez 

37 

Los Angeles Times columnist 

“It is time to change the system and keep local dollars where they belong. ” 

Paul Stein 

38 

President, California Association of Counties 

“It was the same old story: Sacramento spends, local government pays, and local 
government suffers. ” 


Governor Arnold Schwarzenegger 
campaigning for Proposition 1A 39 

The January 2004 budget proposal for 2004-05 released by the Governor 
contained a diversion of $1.3 billion in property tax revenue from local governments to 
school districts. 40 And the empire struck back in the form of a proposition designed to 
prevent such takeaways that eventually qualified for the November 2004 ballot. But even 
as petition signatures were gathered and then verified, the localities - through 
organizations such as the League of California Cities - reached a deal with the Governor. 
They would abandon their proposition - which the Governor would have opposed in any 
event - and would accept cuts in 2004-05 and the following fiscal year. But in exchange, 
a new proposition would be put on the ballot by the Legislature that would limit the 
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ability of the state to impose such takeaways starting in 2006-07. And the Governor 
would support that one. 

Local governments had reason to believe that in the face of gubernatorial 
opposition, their preferred original ballot proposition would fail. An independent poll in 
Los Angeles County - the state’s largest county - found that public opinion was roughly 
split over the idea of using local tax money to reduce the state’s deficit. 41 Since Los 
Angeles tends to be more liberal than the state as a whole, voter support for any 
protections of local revenue - absent a deal with the Governor - might not be 
forthcoming. The League of California Cities’ own polling suggested that pushing the 
original initiative in the face of the Governor’s opposition would be risky. And the 
Governor’s opposition might have been joined with that of the California Teachers 
Association due to the dependence of school districts on state financial support. 
Moreover, legislative Democrats were unenthusiastic about restricting the ability of the 
state to take local funds, whether under the original proposition or the Governor’s 
alternative (which would require legislative action to be put on the November ballot). 42 

Ultimately, it was the local government deal that caused passage of the 2004-05 
budget to be delayed beyond June 30, 2004, pushing California into the legal limbo of no 
budget to pay bills, for a period of one month. Although the Governor had made a deal 
with local governments, he could not force the Legislature to go along. As a result, the 
Governor apparently conceded more flexibility to the Legislature to draft a referendum 
for a constitutional amendment than the local governments were originally promised. 
But there was dispute about exactly what the Governor had worked out with legislative 
Democrats. As July 1 came and went without a new budget, and the Governor began a 
public campaign to pressure the Legislature. Eventually, a compromise was reached 
with restrictions on future state appropriation of local revenues but not as strict as the 
localities would have liked. The compromise became Proposition 1A on the November 
2004 ballot. 

A Compact on Indian Gaming But Not With Everyone 

“Today we are here to declare victory for California once again. We are going to sign 
new gaming compacts with Tribal Governments. ” 

Governor Arnold Schwarzenegger 

Press release dated June 21, 2004 

“ ...The new pacts will... produce considerably less money that the $500 million per year- 
fair share ’ money the governor had set as his goal - and would have little effect on the 
state’s current budget crisis. ” 


Dan Walters 

Sacramento Bee columnist 43 
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“We're very bullish on California. The (gambling) market is there. The demand is 
there. ” 


Executive of a casino management firm 44 

There was a time when Californians with an itch to gamble (legally) had a choice 
of Nevada casinos, a few local card clubs, race tracks, and church bingo. In the 1990s, 
that choice was widened to include a growing number of casinos on Indian reservations. 
Because the various recognized tribes have a degree of sovereignty, the precise dollar 
amounts involved in Indian gambling are unclear. However, the tribes have developed a 
sufficient cash flow to have become important players in the legislative and ballot 
proposition arenas. 

The relatively small state “take” from Indian gambling became a major issue in 
the 2003 recall campaign. Governor Davis was charged by opponents with negotiating a 
bad deal for the state. 45 However, voter sentiment in the 1990s seemed to favor terms 
that were generous to the Indian side rather than to the state. Proposition 5 in 1998 was 
approved by voters and opened the opportunity for tribes to set up Nevada-type gambling 
operations. Although Prop 5 was struck down by the California Supreme Court in 1999, 
the tribes threatened to put an amended version on the ballot the following year. 
Eventually, a deal was reached with Davis and effectively ratified by voters in a 
referendum. 

Basically, the state can’t directly tax Indian gambling. But it can withhold 
pennission for expansion of slot machines and other concessions. The power to withhold 
potentially profitable licenses to expand gives the state limited negotiating power to 
obtain compacts with the tribes that provide the state with added revenue. During the 
recall, the tribes opposed Schwarzenegger. Non-Indian gambling interests succeeded in 
putting on the November 2004 ballot a proposition that would break the Indian monopoly 
if the tribes did not agree to generous terms. 46 There was a possibility that the new 
Governor might back that initiative. And there was a strong likelihood that he would 
oppose a rival Indian ballot proposition (also to be on the November 2004 ballot) that 
would allow Indian casino expansion with only a limited take for the state. These fears 
led some of the tribes to negotiate a new compact. 

Other tribes, however, did not like the Governor’s deal, particularly a component 
making it easier for unions to organize casino workers in exchange for a no-strike pledge. 
That feature had been put there at the insistence of legislative Democrats. Tribes that 
opposed the labor element announced in mid-July that they would instead work for their 
own ballot initiative (and against the initiative by non-Indian gambling interests). And 
one tribe that struck a deal with the Governor for an urban casino in the Bay Area found 
that legislative approval would not be forthcoming. 

Originally, Governor Schwarzenegger was said to be seeking $500 million per 
year in state revenue from his Indian negotiations. The eventual deal reached in June 
2004 in effect delegated borrowing from the state to the tribes. A $1 billion payment to 
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the state would be made through a bond issue that was to be floated by the tribes. And 
there would be annual payments to the state of another $150 million or more. In 
exchange, an expansion of slot machines would be pennitted. The $1 billion would be 
diverted to transportation infrastructure projects that had been neglected as the state 
dipped into special funds that were originally intended for such projects. 

The Higher Education Compact 

“The University of California and California State University systems went in like sheep 
carrying their own scissors.” 

State Senator Sheila Kuehl 47 

“We believe we had to stop the bleeding. We did it because we felt it was the best of the 
options we were looking at. ” 
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UC Vice President Larry Hcrshman 

“He looked (UC President) Bob Dynes and me in the eye and he said, 7 will keep my 
commitment. ’ And that’s all I need. ” 


CSU Chancellor Charles Reed 
describing the higher education 
negotiations with the Governor 49 

Under the Master Plan for Higher Education adopted in 1960, all Californians 
were guaranteed access to higher education at nominal cost. The top one eighth of high 
school graduates were to be admitted to UC and the top third to CSU. Anyone with a 
high school degree could enroll in a community college for the first two years of college 
and then transfer - if qualified - to a four-year institution. Doctoral education and 
research were to be primarily reserved for UC. 

During subsequent budget crises, student fees (the word “tuition” has been 
avoided officially) rose to make up for lost support from the state budget. In the late 
1990s, fees were actually cut by Governor Davis as state tax revenue soared. However, 
once the budget crisis of the early 2000s began to unfold, the pattern of fee hikes resumed 
despite litigation aimed at halting the rise. Much of the UC budget comes from external 
sources for research and for other purposes such as hospital services and running the 
federal government’s nuclear labs. But because that money is earmarked for particular 
purposes, it cannot be diverted to pay for educational support. Thus, resources for 
degree-granting programs come mainly from either the General Fund or from student 
fees. 


As early as September 2003, UC announced that it would not consider 
applications from 1,500 transfer students. This move foreshadowed later announcements 
that UC and CSU would turn away 3,200 and 3,800 undergraduate applicants, 
respectively. 50 Those applicants were to be “redirected” to community colleges - 
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although no specific resources were earmarked to pay for that redirection. Both moves 
ostensibly were designed to save money on grounds that the average cost of an 
undergraduate exceeds fee revenue. While this assertion about costs and fees is 
technically true, it is not the relevant calculation. 

It is likely in fact that the rejection of students who otherwise would have been 
admitted was perceived by higher education officials as a bargaining chip in budget 
negotiations. From a budgetary perspective, the relevant cost/benefit calculation is what 
it costs to ADD an incremental student relative to the revenue that incremental student 
brings. Although no studies address this issue - itself a telling fact - it is probable that 
incremental students do cover their cost. However, the bargaining chip approach was 
made explicit by CSU Chancellor Charles Reed who testified that an unnamed legislator 
had told him that “until you turn students away, you will never get the support for higher 
education. ” 51 

Within UC, there seemed to be two views about how the University should 
respond to repeated budget cuts. One group cited examples of the Universities of 
Michigan and Virginia. The “Michigan Model” was used as shorthand for a deal under 
which, over time, UC would move to a much lower level of state support and raise tuition 
to “market” (private school) levels. There would be an understanding with the state that 
baseline funding cuts would be offset with tuition increases. In effect, the result would 
be “privatization” with a social face, since the deal would include a guarantee of access to 
eligible Californians and a substantial reduction of state micro-management. Enhanced 
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loan programs would be one element in any access guarantee.^ 

The other camp at UC pointed to prior deals with earlier governors during budget 
squeezes. Under those deals, UC would take temporary cuts to help the state in exchange 
for a commitment to restoration and growth at a later date when the economy improved. 
But continued heavy dependence on state funding would entail more limited autonomy 
than under the Michigan Model. 

As the Governor negotiated deals with other groups, the idea of doing what had 
been done in the past rather than pursuing the more radical Michigan Model apparently 
became dominant. Fears of being left out as others cut deals with the Governor 
prevailed. UC’s president and the CSU chancellor then negotiated a compact with the 
Governor. (For CSU, a Michigan approach would not be appealing.) The compact, 
which officially extended out to June 2011 - several months after a hypothetical second 
tenn for the Governor, committed UC and CSU to accept the budget cuts and fee 
increases already proposed in the Governor’s May Revise budget in exchange for future 
assurances. 53 

These assurances, however, were contingent on the fulfillment of various targets 
related to student/teacher ratios. And such targets created incentives to limit enrollment, 
whether nor not justified by the Master Plan. 54 UC announced higher admission 
standards in June 2004 that had the effect of reducing future enrollments, but the Regents 
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postponed action while the budget remained in play, given the access concerns of 
legislative Democrats. 

The eventual higher education deal contained in the enacted budget allowed the 
diverted students to enroll in UC and CSU after all, although controversy persisted about 
the precise terms of the belated enrollment. It also gave the higher education institutions 
more funding than called for in the compact. 55 But legislative Democrats rather than UC 
and CSU administrators did the negotiating. The result was after-the-fact recriminations. 
One Assembly representative declared that the compact was “ill-conceived and broke a 
promise with every scholastic achieving student in California. ” UC president Robert 
Dynes defended the compact as “a floor, not a ceiling. ” But a Regent complained that 
“the UC people didn 7 push for the students. ” 56 

Even with the limited funding added by the Legislature in 2004-05, the issue of 
access to higher education for California remains, despite the compact. A Rand report in 
the mid-1990s pointed to an access gap that would emerge by the mid-2000s, based on 
the perceived funding and demographic trends at that time. 57 The report noted that under 
then-existing policy, the state would have to increase the share of its budget going to 
higher education to meet student demand. But such a scenario appeared unlikely due to 
spending mandates and entitlements to which the budget was committed. The access 
issue was masked by the windfall of capital gains revenue that the state received in the 
late 1990s, but is once again visible with the disappearance of that windfall. 

The Pension-Pay Deal 

“This is a very creative solution to a difficult problem. ” 

Assemblyman Darrell Steinberg 
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commenting on the pension-pay deaf 

“Congratulations!!! You won the pension fight! YOU DID ITU! You made some 20,000 
calls to your legislators. You made countless visits to their offices at the Capitol and 
their districts. All your work has paid off! ” 

Jim Hard, President 

Service Employees International Union Local 1000 
reporting to members on pension-pay deal 59 

In the 1930s, California politics were roiled by various pensionite movements. 
These included the Townsendites, who pushed for a very expensive plan for all U.S. 
citizens over 60 that became a rival to the Roosevelt administration’s proposal for Social 
Security. Still more flamboyant was the Ham and Eggs Movement, a state-level 
proposition to provide all Californians over age 50 “$30 Every Thursday” to be financed 
by a new state currency. 60 While these colorful movements ultimately faded away, 
California did introduce a pension plan for state workers in the early 1930s. The 
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California State Employees Association (CSEA), now a branch of the Service Employees 
International Union (SEIU), was formed originally to agitate for that plan. 

Since that time, California’s public pension systems have been considerably 
extended. Three major pension plans are operated by the state: a system for UC, a system 
known as CalSTRS covering teachers, and a system covering state civil servants known 
as CalPERS. In addition, there are a number of special retirement funds for protective 
service workers and others. These “defincd-benefit” pensions detennine the monthly 
retirement annuity by a formula involving age, years of service, and pay history. 
Contributions to the programs are invested in stocks, bonds, and other assets to meet 
future liabilities. 

The UC system has a pension system that is generally well funded and for many 
years has earned enough on its investment portfolio to obviate the need for contributions. 
But that happy state of affairs has not applied to the other systems which require annual 
state infusions. To reduce state pension costs to CalPERS, the Governor proposed a two- 
tier pension arrangement whereby new hires would qualify only for a more limited 
defincd-contribution plan, essentially a tax-favored savings account. Under a dcfincd- 
contribution plan, money accumulates for employees while they work. When they quit or 
retire, whatever is in the account belongs to them. What that sum will buy in terms of a 
monthly pension cannot be known in advance, since it depends on such factors as 
actuarial tables and interest rates prevailing at the time. 61 Apart from that proposal, there 
were others regarding repealing prior legislation that added certain new workers to a 
specialized advantageous pension arrangement for protective service workers. 

At the end of the process, however, no such repeal occurred. State employees had 
a 5% pay raise due on October 1, 2004 under earlier collective bargaining contracts and 
legislation and that raise was also not repealed. Only prison guards made any 
concessions and those were less than had been sought. Indeed, in late July, a federal 
judge threatened a take-over of the prisons on the grounds that the contract precluded 
necessary reforms. Although the Governor declared that “we will have great, great 
prison reforms, ” the larger issue of prison administration and related labor-relations deals 
remains unresolved at this writing. 62 

Certain elements of a two-tier pension remained in the eventual agreement with 
the Governor. New hires would make contributions for the first two years of 
employment. They could then decide to join the existing CalPERS system or go into a 
defined-contribution plan. If they chose to join CalPERS, they would receive credit for 
the first two years (and the plan would have to meet the resulting liability). Essentially, 
there would be a saving in the first two years of the deal that would be partly undone if a 
large fraction of the new hires opted into the existing plan. Current employees, therefore, 
did not experience any takeaways as a result of the deal and in fact received a pay 
increase. 

The only immediate penalty seemed to fall on the head of the SEIU/CSEA local 
involved in the negotiations. He was arrested for distributing a flyer explaining the deal 
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to state workers in a government building without a permit. However, the issue of 
pensions and retirement benefits seems likely to remain on the table. Some local pension 
systems - notably San Diego’s - have turned out to be overextended. And there have 
been concerns about disability retirement benefits among the state’s Highway Patrol 
officers. 

The Deals with the Governor That Weren’t 

“What we have here is the poorest people in our society - the elderly, the blind and the 
disabled - being asked to pay for basically the car tax cut. ” 

63 

Senate President Pro Tern John Burton 


“...A bankrupt California will not be able to provide services for anyone. ” 

Governor Arnold Schwarzenegger 64 

“I don’t think we’re losing sight of our progressive ideals. What happened is, the 
proponents of progressive ideals lost sight of fiscal reality. ” 

State Senator Jim Brulte 
Senate Republican leader 65 

Although demonstrations on behalf of welfare recipients and others who receive 
government support sometimes occur, there is no equivalent of the California Teachers 
Association or the League of California Cities to negotiate deals on their behalf. At most, 
such groups can rely only on public sympathy for certain recipients such as children of 
the working poor without health insurance. In some cases, labor organizations such as 
the Service Employees International Union (SEIU) provide indirect advocacy. SEIU 
represents - among others - tens of thousands of low-paid home care aides who are 
provided to the disabled. The wages of those aides are paid with state financial support 
and the union resisted cuts in those resources. “Our interests are getting people out of 
poverty, ” said the head of the SEIU local representing the aides and referring to his 
members. 66 Presumably, however, the disabled benefit if their aides receive better pay. 

Generally, advocates for such recipients favored tax increases to avoid benefit 
cuts. However, there was stiff opposition from business groups and taxpayer groups to 
such proposals. For example, a plan to put a proposition on the ballot lifting some of 
Proposition 13’s restrictions on commercial - but not residential - property tax 
assessments eventually died as business opposition crystallized. The anti-tax position 
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centered on maintaining a business-friendly climate to foster growth and job creation. 
Efforts to have the cut in the car tax overturned by court action also failed. 

Given the resistance to general tax increases, members of the Legislature focused 
on improving efficiency, cutting waste, selling state assets, reducing the number of state 
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holidays, and trying to cajole more money from the federal government. The New York 
Times reported seriously that Governor Schwarzenegger pointed to a switch in the state 
Capitol from two-ply to one-ply toilet paper as a money saver - a comment that turned 
out to be a joke. 69 Combating waste and exposing fraud are, of course, legitimate efforts 
for government to undertake. The problem is that such efforts generally produce savings 
- if they do at all - in the millions of dollars, when the state’s budget crisis is in a 
different order of magnitude: billions. There seemed to be some sentiment that if the 
public were convinced that waste and inefficiency had been addressed, it would then be 
in the mood for a tax increase. But whether the exposure of abuse would have that effect 
in the near term is uncertain at best. It might simply reinforce the conviction of some 
voters that their dollars were being wasted. 

What is clear from both California and national trends is that fiscal policies that 
are heavy on income redistribution have lost ground politically. There is evidence that 
the California state and local tax system - net - is regressive despite a highly progressive 

70 

state income tax, but such tabulations have not reversed the anti-redistribution trend. 

Yet income and demographic trends in California suggest that even existing programs of 
redistribution and income support are likely to become more costly and could crowd out 
other programs that appeal to middle class voters. That process in turn would tend to 
undennine support for redistribution. 

As we will stress below, if proponents of redistribution want to have influence on 
state priorities, they will need to ensure that middle-class voters have a sense that both 
state and local services on which they depend are adequately provided. Quickly-filled 
potholes and short lines at the DMV are routes to increased public confidence that voters 
are receiving value for tax monies paid. Perhaps, if voter confidence were regained, there 
would be more willingness to be generous. Certainly, a sense that basic services are not 
being provided will lead to further voter resistance to a restoration of fiscal balance at the 
state level. 

Fiscal Proposals on the November 2004 Ballot 

“We understand the opponents are going to spend vast sums of money, but we think 
Californians will understand to receive lifesaving treatment is important to them. ” 

Peter Warren 

Spokesperson for California Medical Association 
and the Prop 61 telephone tax initiative 71 

“California is already a high tax state. If you add a tax on talking, that’s not something 
that ’.s' good for taxpayers or ratepayers. ’’ 

Todd Harris 

Spokesperson for Californians to Stop the Phone 

Tax 72 
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"Ballot box budgeting is bad. But the state not keeping a promise to the mentally ill for 
36 years is worse. ” 


George Skelton 

Los Angeles Times columnist writing in support of 
the Prop 63 

proposal to tax millionaires to pay for mental health 
services 73 

As is often the case, a host of ballot propositions placed before voters for the 
November 2004 election. 74 Some had little or no fiscal implications. But those 
propositions with budget implications were put there by interests that felt they could not 
achieve their goals through the legislative process. 

Two dueling tribal gambling initiatives referenced earlier - both opposed by the 
Governor - qualified for the November ballot (Props 68 and 70). And there was one 
proposition to prevent state takeaways of local revenue that was abandoned by the 
localities after they negotiated a compact with the Governor (Prop 65). It was this 
compact that caused passage of the 2004-05 budget to be delayed beyond July 1, 2004. 
A more future-oriented ban that the Governor, legislature, and localities could agree on 
was subsequently offered as a ballot alternative as Prop 1A. 

Also featured was a proposition taxing incomes above $ 1 million and eannarking 
the revenue obtained for mental health services (Prop 63). And there was also a proposed 
tax on telephone service to provide emergency room health care - the so-called “911 
Initiative” - supported by the California Medical Association and other groups (Prop 
67). 75 At this writing, the fate of these ballot proposals is unknown. 

Budget Proposals for 2004-05 

“Even if every solution proposed by the governor were adopted and the savings scored 
by the administration were realized, we estimate there would be at least a $6-billion 
structural budget problem remaining. ” 

Legislative Analyst Elizabeth G. Hill 
commenting on the January 2004 budget proposal 

‘‘Guys, don’t worry. You see me worry? It ’ll be take care of. It’s a piece of cake. ” 

Governor Arnold Schwarzenegger 
commenting on concerns about growth 
of state debt under the budget proposal 77 
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“We have a great budget. The May revise is really spectacular. ” 

Governor Arnold Schwarzenegger 

-70 

describing his May revise budget proposal 

As we have stressed in our chapters in previous editions of California Policy 
Options, and which we discuss further below, budget transparency - or the lack thereof- 
remains a major obstacle in evaluation of state fiscal policy. While it should not be a 
chore to detennine what ongoing revenues are expected and what ongoing expenditures 
are proposed, unfortunately, that basic information is obscured in official documents by a 
miasma of fund transfers and oddities such as negative expenditures. Under the state 
constitution, the Governor must propose a budget for the forthcoming fiscal year each 
January. In mid-May, it is customary for the Governor to modify the proposal in the so- 
called “May revise.” The May revise includes updated infonnation on taxes and 
expenditures and a revised forecast for the new fiscal year that by then only about 6 
weeks away. Apart from these economic inputs, the May revise contains a political 
input, namely the reaction of the Legislature to the January proposal. Since a two-thirds 
vote of both houses is required for budget enactment, the Governor is likely to adjust the 
January proposal to mollify legislative resistance. 

A crude way to avoid the miasma is to remove the “other” category from 
“revenues and transfers” in the official budget statement on the receipt side and to 
eliminate negative expenditures on the spending side. If we make these adjustments to 
the January 2004 proposal for the 2004-05 budget we find anticipated receipts of about 
$73.3 billion and expenditures of about $80.3 billion. Thus, there is a deficit of about $7 
billion. 79 There are some sources of state revenue other than taxes such as interest 
earnings on state funds and various fees. Perhaps $2 billion of revenue might be 
expected from such sources in 2004-05, so the planned deficit might have been as low as 
$5 billion in the January proposal. On the other hand, the Governor assumed transfers 
from the federal government that might not materialize, receipts from Indian gaming may 
not appear, and questionable revenues from a program of seizing a share of certain civil 
lawsuit awards. Thus, it is not surprising that the Legislative Analyst identified a 
structural deficit of over $6 billion in the January plan. 

Although the January proposal did not close the structural deficit, the financial 
community was generally forgiving. “It’s a proposal; it is somewhere to start,’’ said 
one. 80 However, if the assumption was that the gap would be closed by the time the 
proposal was refined for the May revise, that did not happen. 

By the May revise, the Governor had negotiated various deals and responded to 
outcries from recipients of programs targeted for cuts, basically raising proposed 
spending. However, forecast revenue had risen somewhat roughly covering the added 
expenditures reflected in the May proposal. Basic tax revenue was now projected to be 
$73.9 billion and expenditures at $80.7 billion. By this accounting, the deficit was 
slightly reduced to $6.8 billion, a change from January that is essentially noise given the 
difficulties and vagaries of forecasting. The May revise also took account of the success 
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of Props 57 and 58 allowing long-tenn borrowing to cover past and future deficits. And 
it proposed a pension bond to cover growing liabilities for pensions to state civil servants 
- a proposal that has raises some legal questions. 

The Missed Deadline 

"Of course we will miss the deadline, but you have to shoot for something; that's my goal. 
It's the same as shooting for a 500-pound lift and you make it with 495 or something like 
that. ‘Is it disappointing? No, it's great. It's a terrific lift. No one else can do it.”’ 

Governor Arnold Schwarzenegger 
commenting on missing the June 30 deadline for 
enacting a 2004-05 state budget 81 


“In business, when you get close to a deal, everyone goes the extra mile to get it done. In 
the Capitol, when you get close to a deal, everyone goes the extra mile to get one last 
thing in that they want. ” 


Dan Schnur 
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Republican political consultant 

“That is part of the Governor’s gestalt. He likes the crowd and he likes to go out. And 
that is fine with me. Gestalt. You can look it up. It’s a German word meaning gestalt. ’’ 

Senate leader John Burton 

commenting on the Governor’s public efforts 

to pressure the Legislature to enact his budget. 

A background issue to the 2003 recall was the habit of the Legislature and 
Governor of going beyond the June 30 deadline for enacting a state budget. This failure 
had become particularly pronounced during the 1990s, as can be seen on Appendix A, 
Figure Al. At one point, Governor Schwarzenegger seemed to indicate that the 
traditional May revise budget proposal would be completed in April to provide more time 
for enactment. But that notion proved unrealistic. Despite efforts to speed the process, 
Governor Schwarzenegger found himself in the same dilemma on July 1, 2004 that had 
faced his recalled predecessor a year before: no state budget in effect. 

After two weeks without a budget, the political rhetoric became nasty when the 
Governor referred to legislators holding up the budget as “children” and “girlie men.” 
Legislative Democrats complained that the Governor should be negotiating rather than 
name-calling. “You can’t kick somebody in the groin and then say... let us join hands 
and sing ‘Kumbaya. ’ It doesn’t work that way... ” said Senate leader John Burton in 
explaining why the Democrats were not responding to the Governor’s call for passage of 
his budget. 84 Meanwhile, Republicans legislators - who were needed to pass any budget 
due to the two-thirds vote requirement - pushed for repeal of two Davis-era laws, one 


47 



restricting contracting out by school districts and another enabling workers to sue 
employers for violations of labor laws. 

In the eventual compromise, the contracting out legislation was dropped when it 
became dubbed the “Laidlaw Law” after the private bus company that provides 
contracted service to schools and which was anxious to preserve its market. The “sue 
your boss” law was modified to make suits more difficult. A deal was also reached on a 
tax loophole allowing buyers of yachts to avoid state sales tax. Finally, compromise 
language was developed on future protection of local government from loss of revenue to 
the state. “We now have a terrific budget, ” the Governor declared at the end of the 
process. However, the 31-day delay in budget enactment in 2004 was almost the same 
as the 3 3-day delay a year earlier. 


The Eventual Budget for 2004-05 

“I’m worried about this year. People are talking out the out years. This year! This year 
is where the action is. This year. Then, after we have solved the problem this year, then 
we go to the next year and we solve the problems next year. ” 

or 

Governor Arnold Schwarzenegger 

“How did it happen? I think speaking for myself and my Senate colleagues, when we 
accepted the fact that we were really ‘girlie men, ’ we were just able to get over that. ” 

87 

Senate President John Burton 
“It’s not the Schwarzenegger budget. This is the Burton budget. ” 

88 

Republican Senator Jim Brulte 

Although there was much heat surrounding the negotiations for the 2004-05 
budget, in overall fiscal terms the end product was not much different from the May 
revise. Using the same methodology we employed earlier to analyze the May revise and 
January proposals, ongoing tax revenue for 2004-05 in the version enacted at the end of 
July 2004 was $74.5 billion. So as in May, there was upward creep in revenue 
assumptions. Expenditures increased to $81.8 billion by the same methodology. So the 
deficit was $7.4 billion, up by roughly half a billion dollars from the May revise. If it is 
assumed that fees and miscellaneous revenue sources other than taxes will add another $2 
billion to receipts, the deficit would be in the $5 billion range. The difficulty is that the 
various deals that had been cut to obtain that budget will require repayment or loss of 
ongoing revenue in the future. And, of course, there was growing debt service on the 
officially-contracted debt under the deficit bonds that had been approved by the voters in 
March 2004. 89 
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It is also interesting to note that the outcome for 2004-05 was not much different 
than what had occurred in 2003-04, essentially under the Davis budget. The state 
controller’s cash statement for 2003-04 puts receipts at $71.9 billion (removing the effect 
of a one-time tax amnesty and tobacco bond revenue). 90 On the expenditure side, 
removing fund transfers and negative spending puts disbursements at $77.2 billion. So 
the deficit in the Davis budget for 2003-04 showed the about the same $5 billion gap as 
appears in the subsequent Schwarzenegger budget for 2004-05. Appendix A, Figure A2 
illustrates this repetition. 

Eventually, the structural deficit will have to be addressed. Legislative 
Democrats may be assuming that at some point the Governor will cave and consent to a 
tax increase. But even if he were to do so, the Republicans in the Legislature have an 
effective veto due to the two-thirds rule. Alternatively, some of the deals that were cut to 
obtain the 2004-05 budget may not be honored. Assuming passage by the voters for 
protections of local government in November 2004 and taking account of Prop 98’s 
protections for K-14, the higher education compact seems particularly vulnerable to 
future reinterpretation. 

Transparency Remains an Important Issue 

“In the last two budgets, the easy choices were made. Those budgets were shell games, 
using tricks and gimmicks to put off the hard decisions until after the next election cycle. ” 

Governor Arnold Schwarzenegger 91 

“There are always gimmicks in budgets, and they will slowly come out as people read the 
detail. ” 


John Ellwood 

Professor of Public Policy 

UC-Berkeley 92 

As noted above, and in prior budget chapters in California Policy Options, budget 
transparency has been a major concern. Sadly, it remains so. California does an 
excellent job in putting its key budget documents on the web, thus ensuring timely public 
access. However, accessibility is only one element of transparency - a necessary but not 
sufficient condition. No single number can sum up the condition of the state budget. But 
simply providing adequate information on annual deficits or surpluses - with those terms 
defined in a meaningful fashion - would go a long way. 

Despite the need for clear information, the current system of presentation of 
budget data is opaque. California is not unique among state and local governments in 
using an opaque methodology; its budget confusions are widely found elsewhere. 93 But 
the fact that others provide opaque budgets does not mean that California must do so. 
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California tends to confuse borrowing and revenue. The perils of that confusion 
are apparent when one considers that if state methodology were applied at the federal 
level, the massive federal deficits of recent years would vanish since they were financed 
by borrowing. Indeed, by California definitions, the federal government has never been 
in deficit since the cash needed for federal operations is always obtained through some 
combination of tax revenue and borrowing. 

Lack of transparent budget methodology contributes to the ongoing loss of public 
trust. During budget crises, the public is first exposed to warnings of “deficits” - 
somehow defined and alternatively described as “gaps” or “holes” or “shortfalls” - that 
run into the billions of dollars. These deficits are often impossibly large when compared 
with actual annual revenues or expenditures. Then the public is told that the problem has 
been fixed for this year, i.e., the budget has been “balanced,” but that hard choices in the 
future remain. And the future always lies ahead. 

To the extent that a service disruption occurs or is threatened, the disruption is tied to a 
delay beyond June 30 in passing a budget rather than to a deficit. The difficulty with this 
practice is that if this year’s budget is always ultimately depicted as “balanced,” and if the 
hard choices are always in the future, it is tough to convince the public that a true 
problem exists. From the public perspective, the only problem seems to be slow decision 
making and legislative gridlock in producing a "balanced" budget. 

Since the transparency problem is chronic, it is reasonable to suppose that it 
persists because neither the Legislature nor the Governor has any incentive to address it. 
During hard times, an honest accounting that made it apparent that a particular year’s 
budget was neither fixed nor balanced, would not enhance the public image of the 
Legislature or the Governor. And during good times, there is not much public attention 
paid to California’s fiscal affairs. Is there anyone else in the state establishment that 
could have an incentive to push for transparent budgets? 

The Legislative Analyst 

“If adopted, (the May revise) would result in a balanced budget in 2004-05 ... ” 

Report of the Legislative Analyst 94 

The Legislative Analyst might seem to be the obvious candidate, since it is her 
job to research and interpret budgetary options for the Legislature in a nonpartisan way. 
However, although the Analyst contributes importantly to public knowledge, she has felt 
it necessary to use whatever fonnat the Governor proposes in his January and his May 
revise budget proposals. The result is statements such as the one above which use the 
word “balanced” to mean something like “identifies sources of cash, including 
borrowing, to pay the bills.” Such terminology is at best misleading since any budget 
will be “balanced” - at least prospectively - by that definition. 
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The graphics in Appendix B, taken from various reports of the Legislative 
Analyst’s Office, illustrate this point. LAO has repeatedly warned of “structural” deficits 
in recent years, that is, a long-term tendency for revenue to fall short of expenditures, 
even with economic recovery. Each November before the Governor issues his initial 
January budget proposal for the following fiscal year, LAO produces a report on the 
fiscal outlook. When the May revise proposal is received from the Governor, a similar 
report is issued. The charts on these reports tend to show the revenue and expenditure 
lines close together, or in “balance”, in the near term and then springing apart in the out- 
years. 


This pattern of near-term convergence and longer-term divergence results from 
the fact that the LAO follows the gubernatorial format of treating borrowing in various 
forms as “revenue” but assumes that such borrowing can’t go on indefinitely. Hence, in 
the out-years, “revenue” takes on the common-sense meaning of taxes, fees, and interest 
earnings on state funds. Expenditures in the out-years have the common-sense meaning 
of state purchases and transfers with no budgetary oddities such as negative spending. 
Put another way, the LAO’s long-tenn outlooks are consistent with ordinary notions of 
surpluses and deficits but the short-term depictions mimic the gubernatorial and 
legislative obfuscation. 

It may simply be that because the Legislature has no particular interest in 
transparency - and perhaps has an interest in retaining the confusing status quo - the 
Legislative Analyst feels no need to take on the battle for clarity. The LAO is, after all, 
the Legislature’s consultant. Whatever the reason, it seems unlikely - based on past 
history - that the Legislative Analyst will take on the task of fostering clear budget 
presentations. 


The State Controller 

“Since I was six years old, I have always wanted to be California State Controller. ” 

Never said by anyone and never will be 

There is one elected state official, however, who might work for transparency. 
The State Controller is charged with producing monthly and annual cash statements for 
the state (along with other functions). It is doubtful that anyone runs for State Controller 
without an eye to some other, more visible elected position in the future. No one has ever 
made the “quote” at the head of this section! One way for the Controller to achieve 
greater public visibility and to play an active part in the budget process would be to redo 
the format of the cash statements. Specifically, those statements could be formatted to 
produce clear and common-sense tabulations of deficits and surpluses. And whenever 
the Governor or Legislature produces a budget proposal or an actual budget, the 
controller could translate that proposal or actual budget into a transparent cash statement. 
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Such a move would be a departure from the current role of the Controller who 
more typically produces cash statements after the fact. The Controller would be 
producing anticipated cash statements based on budget proposals and budget documents. 
These anticipatory statements in fact need to be produced whenever state bonds are 
floated. But such projections are found only in bond prospectuses that are not connected 
to the budget documents seen by the Legislature and presented in the newspapers. 

An aggressive Controller could highlight the degree to which a budget or budget 
proposal would increase or decrease net state debt, i.e., the degree to which it was in 
deficit or surplus in a meaningful sense. Such a role would make the controller an active 
player in the state budget-making process. The current Controller, Democrat Steve 
Westly, has sometimes cooperated with the Governor - as in the campaign on behalf of 
the economic recovery bonds under Props 57 and 58 - and sometimes issued warnings 
about the structural deficit. He has not taken on the transparency issue. 


The State Treasurer 

“It is now official With his signature on (the 2004-05) budget, Governor 
Schwarzenegger has broken his word to the people of California to end the state’s crazy 
deficit spending and balance the budget. ” 

Treasurer Phil Angelides 95 

Conceivably, the state Treasurer could pick up the transparency issue if the 
Controller does not choose to do so. Treasurer Phil Angelides, also a Democrat, has 
opposed borrowing (and Props 57 and 58) and generally issued harsher warnings about 
continued deficits. However, the Treasurer’s official role does not involve keeping the 
books. When a bond issue is floated, the Treasurer does present budgetary information in 
the prospectus. However, the data presented are largely derived from public information 
obtained from the Controller and the Department of Finance. Of course, the Treasurer 
could go beyond official duties and issue a transparent set of budgetary accounts. But 
unlike the Controller, the Treasurer cannot point to a mandate to do so. 

A Transparent Budget Statement 

'‘Accounting and financial reporting standards are essential to the efficient and effective 
functioning of our democratic system of government. Financial reporting plays a major 
role in fulfilling government’s duty to be publicly accountable. Financial reporting by 
state and local governments is used to assess that accountability and to make economic, 
social and political decisions. ” 


Governmental Accounting Standards Board 
Mission Statement 96 
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What would appear on a transparent budget statement? Such a statement would 
distinguish borrowing from ongoing revenue. An example of such a format is shown as 
Appendix C to this chapter. Note that the suggested format identifies borrowing from 
other state funds outside the General Fund and from other levels of government. 
Borrowing, in short, includes more than issuance of bonds and other state securities. 
Basically, any funding that has to be paid back to the source is borrowing, not revenue. 
There are undoubtedly improvements or reasonable modifications that could be made to 
the suggested format, perhaps to accommodate the kind of borrowing that takes place 
against Prop 98 commitments. At present, it is unfortunately not possible to take readily- 
available official budget documents and reformat them along the lines of Appendix C. 

It may not be in the short-term interest of key players in the budget-making 
process - the Governor and the Legislature - to produce meaningful, user-friendly 
statements. But as the historical section below demonstrates, trust is a key element in any 
long-run solution to California’s ongoing fiscal dilemma. And trust would be promoted 
by clearly-presented budgetary infonnation. 

Part II: Lessons from California’s Freeway History for Today’s Budget Dilemma 97 

“The people of this state do not trust their government. They feel it is corrupted by dirty 
money, closed doors and backroom deals. ” 

Candidate Arnold Schwarzenegger 

98 

during the 2003 recall election campaign 

“Someone like you could do fine in California. You could go into politics; you could do 
anything you want. ” 


Earl Warren advising Howard Jarvis 

while at a Republican event in Chicago in 1934 99 

The reported 1934 chance meeting of Earl Warren - then District Attorney of 
Alameda County - and Howard Jarvis - the father of Proposition 13 - cited above 
represented an early encounter of two personalities who ultimately moved California in 
opposing directions. Warren - an ambitious Republican politician with presidential 
ambitions - was first elected governor of California in 1942 and was the only California 
governor elected three times. He was a fiscal conservative who insisted on putting away 
some of California’s war-enriched revenue as a “rainy day” fund even while cutting 
taxes. 100 But Warren viewed state government as a potential instrument of progress. 
Indeed, at least in that era, he preferred state solutions over federal. 101 

Under Warren, the University of California was expanded, health facilities were 
constructed (including the UCLA medical school), the prison system was modernized, 
the freeway system was created, and the state enjoyed a period of dramatic economic 
expansion. Jarvis, in contrast, distrusted government at all levels and was totally devoted 
to his anti-tax movement. In the end, the current fiscal problems of California represent a 
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lack of trust of the electorate in public institutions, a shift towards the Jarvis position and 
away from the Warren view. 

Many blame Jarvis’ Prop 13 for these problems, if not Jarvis himself. Jarvis was 
a colorful character who - like some earlier advocates of ballot box legislation - 
reportedly had some problems keeping track of what was his money and what belonged 
to the causes for which he raised funds. ~ But Prop 13 - passed in 1978 - was itself a 
symptom, not the product of a single individual. It would not have become law absent 
voter support. 

Voters enacted Prop 13 because of a growing sense that they were paying more 
for government and not getting valued services in return. Property tax bills shot up in the 
1970s, due to skyrocketing home prices. But local services did not improve 
proportionately or at all. 

Although homeowner wealth was rising with property values, incomes were not 
rising anywhere near as fast as tax bills. Elderly homeowners were fearful of being taxed 
out of their residences. And the state refused to use what was termed its “obscene 
surplus” to provide local property tax relief. Some observers have interpreted the passage 
of Prop 13 as voters wanting to get “something for nothing.” 104 But an alternative 
interpretation is that voters felt they were paying substantially more and receiving 
nothing for the added money. 

Prop 13 in turn created a host of inadvertent consequences that compounded the 
problems. These include a shift in authority for local services - especially schools - to 
Sacramento, making such services less responsive to local needs. The phenomenon of 
continuing ballot-box fiscal policy and the “fiscalization of land use,” a policy tilting 
local planning toward retail purposes that generate sales tax revenue, also were the 
byproducts of Prop 13. It is likely that voters who voted for Prop 13 did not foresee these 
effects and would probably not have favored them. But the opponents of Prop 13 did not 
anticipate the inadvertent impacts either. It took years to create California’s budget 
problems. Whatever else might be said about Governor Schwarzenegger’s focus on 
fixing this year’s problems and hoping for the best in the future, it is clear that it will take 
years to repair California’s long-term fiscal morass. 

Even in the current political climate, voters - especially at the local level - can be 
persuaded to approve tax or fee increases IF they believe services will be delivered as a 
result. The March 2004 election included voter options in 93 jurisdictions for raising 
taxes or fees or continuing taxes that would otherwise have expired. 105 In 30 cases, 
voters gave these options two-thirds support (necessary under Prop 13 for most - but not 
all - of the increases to be enacted). In some cases, the margin needed was only a 
majority. Had only a majority been needed in all cases, 80 jurisdictions would have 
yielded the needed 50%+l. 

Of course, such options are typically not put on the ballot unless proponents 
believe they have a reasonable chance of passage. So the success rate has an upward 
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bias. In 55 of the 93 cases, data were available on party registration in the jurisdictions 
involved. 106 The proportion of Democrats - a group that tends to expect government to 
deliver services more than Republicans or independents - in the jurisdictions where the 
ballot options were offered averaged 48% of registered voters, somewhat higher than the 
statewide average of 43%. 107 Nonetheless, the results suggest that a significant 
proportion of the contemporary electorate is still willing to support local tax and fee 
increases. Yet under Earl Warren there was a time when trust in government was higher, 
so high in fact that the public demanded a statewide tax increase. We turn to that episode 
below. 

Warren’s Way 

“California’s tremendous progress in the century that has elapsed since its admission to 
the Union has been due in large part to the steady development of its highway system... 
We have been hard-pressed to keep up with the demands for new and improved 
highways. To meet these demands we are now spending nearly $100,000,000 per year on 
our highway program. We must continue to spend this much or more for many years to 
come, to keep in step with our growing population and our expanding transportation 
needs. ” 


Governor Earl Warren in 1950 108 

“Governors and legislators have grabbed more than $3 billion in dedicated 
transportation funds to balance deficit-ridden state budgets, mostly in the form of ‘loans ’ 
whose repayment is uncertain. Gov. Arnold Schwarzenegger is touting his new deal with 
casino-owning Indian tribes that would provide $1 billion for transportation... but that’s 
a tiny fraction of the need and would merely replace no more than a third of the missing 
money, rather than provide any truly new funds. ” 

Dan Walters 

Sacramento Bee colu mn ist 109 

When Governor Schwarzenegger decided he needed an impressive-looking desk 
to sign key legislation for photo ops, his staff discovered the “Earl Warren” desk. The 
oversized desk was in fact first used by Warren's predecessor as governor, Culbert Olson. 
But Warren inherited it and among the bills he signed on the desk was the Collier-Bums 
Act of 1947, the bill that created California's freeway system. 110 To enact that bill over 
strong opposition, Warren had to rally public support for a state tax hike. He had to 
convince the electorate that highway improvement was what the state needed, and do so 
in the days before there were the substantial federal subsidies for road building that came 
along in the mid-1950s. The ability of Warren to make his case to the public, and the 
structure of the Collier-Burns Act itself, provides clues about what will be needed in 
California in the years to come. To understand the significance of Collier-Burns, it is 
first necessary to review the role of highways in California and the nation. 
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Background on American Highway Development 

“It winds from Chicago to L.A., more than two thousand miles all the way. 
Get your kicks on Route 66. " 


Song popularized by Nat King Cole in 1946 111 

Since at least the ancient Romans, roads and advanced civilizations have been 
linked. However, for much of the 19 th century, American roads were basically dirt paths 
or were city streets suited for horses and wagons. In the early part of that century, there 
were some notable road projects such as the Lancaster Pike in Pennsylvania and the 
federally-sponsored (and controversial) National Road to the “west” (Ohio and Indiana). 
For long-distance hauling, other means of transportation came to be used: rivers and 
canals and later railroads. In rural areas, roads were means to move farm produce to 
nearby rail stations or ports. They were spottily maintained by local authorities that in 
some cases conscripted local residents to carry out the repair work. 

Attempts to operate private or public turnpikes (toll roads) were not particularly 
successful since it was hard to keep trespassers off rural pathways. In urban areas, 
municipal governments maintained streets that were often filled with mud or - given the 
use of horses - worse. States and the federal government played little role in most road 
construction, although the constitution did give Congress authority to build “post roads.” 
Roads were basically local matters. 

Toward the late 19 th century, the advent of the bicycling as a middle-class pursuit 

gave rise to the so-called “Good Roads” Movement, which advocated improving and 

•112 

paving the limited road system that then existed. At the federal level, agitation from 
cyclists led to creation of the Office of Road Inquiry in 1895. California created a State 
Bureau of Highways in response to such pressures, also in 1895. But, of course, it was 
the arrival of the automobile and, in particular, affordable cars such as the Model T Ford 
(first sold in 1908), that led to intensified demands for federal, state, and local 
governments to pursue road building in a serious way. 

In the pre-World War I era, automobile and tire interests were able to cajole local 
governments to link and improve existing roads to create what eventually became the 
“Lincoln Highway” from New York to San Francisco (finally completed in 1930). Route 
66 from Chicago to Los Angeles was officially completed in 1926, although much of it 
was not paved at the time. The felt need for an improved national road network was 
increased by advanced engine technology that would allow long-distance trucking and 
bus transportation, assuming the roads were there to carry such vehicles. Paving 
technology also advanced. 

In 1914, officials from these various state highway departments formed the 
American Association of State Highway Officials (AASHO) to promote “a plan of 
Federal cooperation in road construction.” The federal Bureau of Public Roads and 
Rural Engineering was created in 1915. However, it had relatively little funding or 


56 



authority on its own, and mainly provided a degree of information and coordination to 
state highway departments. In the World War I era, road construction was still largely a 
local operation. 

Not surprisingly, given that fact, local automobile clubs evolved from social 
organizations for wealthy motorists early in the 20 th century to lobbying groups that could 
influence state and local governments. In California, a group of “automobilists” held a 
planning meeting in 1900 for what became the Auto Club of San Francisco which in turn 
evolved into the Automobile Club of California in 1901. By 1907, this group combined 
with similar organizations in northern and central California to fonn the California State 
Automobile Association. Similar developments were occurring in the south, where the 
Automobile Club of Southern California was created in 1900. 114 

Over time, however, the federal role expanded, particularly during the Great 
Depression, when road construction was seen mainly as a mechanism for creating 
employment. A federal gasoline tax was imposed in the 1930s, although for general 
budgetary purposes, not specifically for roads. Nonetheless, the federal government’s 
share of highway funding rose from below 5% in 1929 to over 41% in 1936. Job creation 
was a major motivation behind these expenditures. 

It was possible by the 1930s to drive across the country, albeit passing through the 
centers of numerous farm towns and major cities along the way. Federal planners began 
seriously discussing creation of a network of interstate highways before World War II. 
But these plans that went on hold during the War. As a result, when the War ended the 
federal portion of highway funding was back down to its 1929 share. 114 Thereafter the 
federal role in highway construction increased again, although the grand plan for an 
interstate highway system sponsored at the federal level did not come to fruition until 
1956. 


Meanwhile, California was experiencing a population explosion in the 1940s, first 
due to the wartime build up of its aircraft, shipbuilding, and other military-related 
production, and later to the settling of returning GIs within its borders. If the state 
wanted to deal with the resulting transportation problems, it would have to find its own 
solutions. California could not wait for a federal consensus to develop on how to fund an 
extensive state road network. The question was how to pay for California’s needed 
roads. 


Several funding options were available for California, other states, and the federal 
government. Roads could be built and maintained from general revenue on a pay-as-you- 
go basis. But construction was expensive. Bond financing from general revenue could 
spread out the construction cost, but ultimately that cost had to be repaid. And newly- 
constructed roads required ongoing maintenance expenses. Tolls could be charged, a 
route followed by a number of eastern states. However, the available technology for 
collecting tolls - essentially a toll collector in a booth - was itself expensive and could 
cause congestion and accidents. 
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Perhaps more importantly, state highway officials - while willing to accept tolls 
for stand-alone projects such as bridges - disliked the administrative arrangements that 
went with that revenue source. Where toll roads were constructed in other states, there 
was generally created an authority - independent of state highway officials - to collect the 
monies and operate the new roads. Toll roads, in short, meant loss of control by 
established highway departments, not an enticing prospect for California highway 
officialdom. 

Finally, “free” roads could be financed by state user charges other than tolls. 
Such charges were basically auto registration fees and - especially - gasoline taxes. 
Oregon was the first state to impose a gas tax in 1919; New York imposed a car 
registration fee in 1901. California’s gas tax was initially adopted in 1923. In that 
regard, California was not a pioneer; nineteen states had already enacted gas taxes before 
1923. 116 Despite growing opposition of oil companies to gas taxes - a point taken up 
below - such taxes had become a major source of highway finance in the period just 
before World War II. 117 

In the era before and during World War II, federal reports on the prospects for 

what later became the interstate highway system tended to downplay the possibility of 

tolls as a means of finance. The planning documents produced - especially a report 

entitled Toll Roads and Free Roads - were impressive in length and seeming 

thoroughness, although the methodology used was problematic. Subsequent reviews 

have noted that Toll Roads and Free Roads made questionable use of information from 

surveys and existing toll road information. 119 But even accepting its basic estimates, Toll 

Roads and Free Roads now seems based on flawed economics. " Nonetheless, the 

report tilted subsequent public policy away from tolls - especially in the west - thus 
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requiring some other means of financing highways. 

Background to Collier-Burns 

"Opposition to the (Collier-Burns) bill was strong and backed by a powerful lobby 
sponsored by certain vested interests. However, the Governor stood firm in his demands 
for passage of an adequate bill and took a most active part in support of the legislation. 
It was one of the most stubborn and dramatic fights in California legislative history. ’’ 

Richard H. Wilson on Governor Earl Warren’s 

fight for passage of the 1947 Collier-Bums Act 
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creating California’s freeway system 

The Collier-Burns Act of 1947 has been described as “one of the most far- 
reaching postwar policy decisions of the legislature .” In essence, the Act raised 

California’s gasoline tax and certain other car-related fees, earmarked the money for road 
construction, and placed it in a trust fund (the Highway Users Tax Fund) designated for 
that purpose. The law created the freeway system, a network of limited access highways 
that became the centerpiece of the state’s transportation system. 
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California certainly did not invent the idea of limited-access highways. That 
concept developed gradually as a result of urban congestion and the fact that anyone 
alongside a conventional rural road had automatic access to that road from the adjacent 
property. As a result, cars from houses or businesses that fronted on a road could enter 
and exit, causing oncoming traffic to slow and potentially leading to accidents. 
Conventional intersections involved placement of stop signs or stop lights, also slowing 
traffic and inviting collisions. The limited-access road avoided those problems. 

Early examples of limited-access roads included Robert Moses’ parkways 
surrounding New York City in the 1920s and within-city limited-access roads constructed 
with an eye to job creation in the 1930s. 124 The autobahn was built in Germany during 
the 1930s as a Nazi showcase and, indeed, attracted international notice, including 
attention from American highway planners. In the U.S., the Pennsylvania Turnpike, built 
partly on an abandoned railroad right-of-way, opened in 1940. 

California had also dabbled in such construction before World War II. What is 
now the Pasadena Freeway was completed in 1940 as a landscaped parkway in the Robert 
Moses style. And there was much planning in California before and during World War II 
about constructing a more elaborate network of such roads, plans that were receiving 
national attention. Moreover, a politics of roads had emerged in the Legislature 
involving rural vs. urban and north vs. south road financing. 

Viewed from the perspective of the early 21 st century, freeways are often seen as 
creators of urban “sprawl,” sources of a host of environmental problems, and as 
destroyers of mass transit. But that was not the perspective of the 1940s. In that era, 
freeways were perceived as a form of modern mass transit, albeit for people with 
automobiles. 

Even if residents didn’t have cars, buses could provide rapid transit by using the 
freeways. In contrast, electric streetcars, which ran on city streets, were often caught in 
traffic and were even less flexible than buses. They could not be easily rerouted without 
laying new rails and wires and could not avoid ordinary obstructions on the existing 
tracks. So what is now termed “light rail” did not have a good image as a viable transit 
system, particularly since private streetcar systems were having financial difficulties. In 
California, the peak ridership on California’s streetcar systems had occurred in the 1920s, 

and - with a brief exception during the gas rationing of World War II - trended 
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downward thereafter. 

Of course, an alternative for rail above ground could be subways underneath. But 
freeways were less expensive than subways since they did not require tunneling. As 
noted, freeways stand accused nowadays of creating sprawl. But what is criticized as 
sprawl today was seen as affordable housing in the suburbs for the new families that were 
about to spawn the baby boom. One observer of southern California in the late 1940s 
noted that “with more automobiles per capita than any other city in America, and with 
the worst rapid-transit system, Los Angeles was almost ideally prepared for a 
decentralization which it did not plan but from which it will profit in the future. ” 127 
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Moreover, freeway routes tended to converge in central cities and were therefore 
perceived as preserving the city core, not eroding it. All roads once led to Rome in 
ancient times and Rome prospered. If that was true back then, why should it not be true 
for California cities in the 1940s? 

But whatever the perceived cost advantages of freeways relative to other means of 
transportation, in absolute terms they were still expensive. Although California’s state 
government was flush with cash at the end of World War II, Governor Warren - as a 
fiscal conservative - did not want an orgy of spending. During the War, Warren and the 
Legislature had cut taxes at the recommendation of a citizens’ committee appointed by 
the Governor, although notably not the gas tax. " However, the committee’s report also 
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called for maintaining a prudent reserve from the wartime revenue. 

Despite the call for fiscal prudence, in the immediate postwar period it was hard 
for the Legislature to restrain itself, given its new-found resources. What emerged was 
the so-called “Christmas Tree Bill,” - the name says it all - a spending bill enacted by the 
Legislature in 1946, vetoed by Warren, and then passed over his veto. Given that 
recent history, Warren was not likely to support building the freeways out of existing 
general revenue or, for that matter, even from bond funding. Loans through bond issues 
would eventually have to be paid back from general revenue. 

Enacting Collier-Burns 

“So Governor Warren went directly to the people with the issue, and that’s the reason 
that you have to give Warren great credit for starting this improved highway system and 
knocking these people’s heads together a little bit. He went on the radio and made a 
series of broadcasts. He called a spade a spade. It was pretty powerful stuff. And the 
legislation finally went through. ” 


Herbert L. Phillips 
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Sacramento Bee columnist 

“...In the years to come, 1947 will be remembered as a memorable year in California’s 
motoring history because we are now moving forward toward the development of 
facilities over which the motoring public may move with greater rapidity and safety. ” 

Harry J. Bauer 

President, Auto Club of Southern California, 

i 

commenting on the passage of Collier-Burns Act 

The Collier-Burns act bears the name of two legislators, State Senator Randolph 
Collier and Assemblyman Michael J. Burns. Of these two, the initial actor in the 
legislature was Collier, who represented the Yreka area from 1938 to 1976. At the time, 
Collier was a Republican, although he switched to the Democrats in 1959. Collier was 
especially interested in road legislation as a means of protecting the share of funding 
going to rural areas such as his district. 
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Indeed, prior to his involvement in the Collier-Burns Act, Senator Collier had 
even proposed having his area of the state secede from the rest of California. The threat 
of seceding and creating a new “State of Jefferson” was seen as a means of generating 
publicity and enticing the Legislature to provide road enhancements for his 
constituents. 134 However, by the time Collier-Burns was under serious consideration, 
Collier knew that he needed both urban and rural support for new roads and he sought 
both; he also understood that hair-brained schemes such as secession would not produce 
the highways he was seeking. 

Burns, who represented the Eureka area, had his name on the bill primarily 
because he chaired the Committee on Transportation and Commerce. His role in the 
ultimate passage of Collier-Bums came later in rescuing the bill from near death in the 
Assembly. Burns did not go on to make a name for himself in the highway area and is at 
least as well known for helping to create the veterinary school at UC-Davis and for water 
projects as for Collier-Burns. When the bill finally passed, however, Burns' resurrection 
of the bill was recognized by Governor Warren who referred to the legislation as “Burns- 
Collier.” 135 


Ultimately, however, Collier-Bums would have died, or would have been so 
gutted as to be effectively dead, had it not been for Warren’s intervention. As a 
Sacramento journalist noted, "...Warren's blistering radio attacks on entrenched lobby 
influence were sufficient to stir up wide public reaction and carry the vital freeway plan 
to enactment.” Warren’s own view was that Collier did not in fact have much to do 
with passage of the bill and that other senators were more significant. And given the 
opposition, it is clear that absent Warren’s efforts, there would have been no Collier- 
Burns. 


On taking office as Governor, Warren appointed Charles H. Purcell, who had 
been in charge of construction of the Bay Bridge, as his Director of Public Works. 
Warren also took control of the State Highway Commission by initially appointing three 
confidants to its membership: Verne Scoggins, his press secretary, William Sweigert, a 
personal advisor (and a registered Democrat), and Helen MacGregor, his executive 
secretary. Purcell and others in the highway establishment kept the issue of roads and 
postwar transportation alive in the Legislature and before the general public. Collier- 
Burns then emerged as a result of efforts in the Legislature at such planning. The 
Legislature created a Joint Fact-Finding Committee on Highways, Streets and Bridges in 
1945 under Collier’s chairmanship. Collier then went around the state, raising the road 
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issue in various public forums. 

In November 1946, the Committee published a series of reports it had 
commissioned including one on highway finance, noting that the state had become the 
major source of highway funding in the 1930s. The finance report suggested the means 
of funding a major enhancement of the state’s road system including substantial 
“expressway” construction. It proposed raising the gas tax to 4 or 4.5 cents per gallon 
(up from 3 cents), depending on what was done with other fuel and vehicle-related taxes. 
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Gasoline prices (including the federal gas tax) were probably about 20 cents a gallon at 
the time, so each 1 cent of state tax was roughly a 5% increase. The report stressed the 
importance of reducing congestion and motor vehicle accidents. Toll roads were 
dismissed as “not practical” and not what the public wanted. 140 

Governor Warren - who had been re-elected in 1946 on both the Republican and 
Democratic tickets - called a special session of the Legislature in January 1947 to 
consider the highway issue and long-term plans for expansion. The initial version of 
Collier - Burns (SB 5) was more ambitious than the earlier plans suggested. The gas tax 
was to be raised to 5 cents per gallon, a 2-cent increase, along with hikes in various other 
motor vehicle-related fees and taxes. A system of expressways totaling about 3,200 
miles was envisioned including over 650 miles in metropolitan areas. 

It is not clear that Warren had foreseen the major battle that would erupt over this 
proposal. In late 1946, his legislative secretary gave him memo providing a preview of 
the issues that were entailed. But the memo focused on the likely controversy over 
dividing the pie between northern and southern California, rather than whether there 
would be a pie to divide. 141 Not projected was the intensity of opposition from some Los 
Angeles-area legislators who apparently feared their motoring constituents would be 
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taxed to produce rural roads. 

What emerged at the other end of the legislative pipeline was a cutback financing 
scheme with the gas tax rising only 1.5 cents instead of the 2 cent increase originally 
proposed. But there was almost no bill at all along the way and in the end Warren had to 
give the Legislature a restructured California Highway Commission that would report to 
it rather than the Governor. As was expected, a substantial amount of jockeying between 
northern and southern and urban and rural representatives developed. As it moved 
through the legislative process, each iteration of the bill was accompanied by reports 
from consultant Richard Zettel showing the split in funding across the various 
jurisdictions. 

Generally, despite the issues of divvying up the revenues, the Senate was 
supportive of Collier-Burns. Opposition was centered in the Assembly that at one point 
gutted the bill by removing the funding component. Various external players were 
involved. Trucking companies were concerned about the proposed hike in diesel fuel 
taxes and other truck-related taxes; they preferred shifting as much of the cost as possible 
on to gasoline (although diesel trucks create more road wear than gasoline-fueled cars). 
Utility companies wanted to be reimbursed for the costs of moving wires and poles that 
were in the path of the proposed new roads. However, the key opposition - and the most 
vociferous - came from the oil industry, represented by the Western Oil and Gas 
Association, which opposed raising the tax on gasoline. Despite the opposition, 
influential newspapers such as the Los Angeles Times supported Collier-Burns and its 
attendant tax increases. 143 

The ups and downs of Collier-Burns have been described elsewhere. 144 
Ultimately, Warren's strategy took on various elements. He attacked the idea of special 
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interests (oil especially) thwarting public needs. The notion of automobile safety was 
invoked. Bad roads led to accidents and Warren therefore suggested that those blocking 
the bill would have blood on their hands. When the bill appeared to die in the Assembly, 
Warren stated that "the bill may be dead and with it a great many Californians ... " 145 He 
referred to an interim version of the Assembly bill - which had cut out the proposed taxes 
- as a ‘‘thoroughly dishonest bill. ” 146 

There were hints that if the Legislature could not enact a satisfactory bill, the 
issue would be put on the ballot as an initiative. 147 Efforts to kill Collier-Burns were 
tenned “the lowest form of lobby activity. ” Warren used radio to urge the legislature 
to cease yielding to the "hidden power" of lobbyists representing “powerful, selfish 
interests. ” Referring to accidents, he pushed the Legislature "to end the slaughter. " 149 It 
was this rhetoric, aimed at generating public pressure on the recalcitrant Assembly, that 
finally resulted in the enactment of Collier-Bums. 

As the battle went on, the impact of Warren’s harsh characterization of Assembly 
opponents caused these legislators to complain. When Collier-Bums revived in the 
Assembly, opponents tried to keep the gas tax increase to 1 cent, but Warren insisted that 
1.5 cents was the “ minimum ” that could be accepted and “the least that could do the 
job. ” 150 One assemblyman complained that there was “ pressure to thrust this bill down 
our throats. ” 151 Another proclaimed defensively that despite Warren’s accusations about 
the influence of special interests, his conscience was “as clear as a baby’s.’’’’ Warren 
was not above “horse trading” to obtain passage of Collier-Burns, literally. He reported 
in his autobiography making a deal with one Assembly member to sign a bill requiring 
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labeling of horse meat in pet food in exchange for a favorable vote on Collier-Burns. 

It is important to note that Collier-Bums utilized eannarked tax revenue and a 
trust fund to provide its promised road network. Generally, such devices are seen by 
fiscal experts as poor policy instmments, since they constrain expenditures in the future 
without regard to whatever changes in circumstances may occur. Eannarks and trust 
funds may well be poor policy in that regard. But they constitute a mechanism for 
building public confidence that taxes payments will in fact produce promised services. 
The use of these devices in 1947 carries an important lesson for contemporary California. 

Oil’s Puzzling Opposition 

“The fallacy of (your) position is indicated by a distinction which is apparent to almost 
every business executive except those in con trol of oil companies, and that is that this tax 
is going to be devoted to the improvement and extenssion of roads which will directly 
result in their greater use and consequent sale of vastly increased amounts of gasoline 
and other products required in transportation. ’’ 

Letter of Collier associate Kemper Campbell 
to G.C. O’Brien, VP of Standard Oil 154 
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In retrospect, the opposition of the oil companies to gasoline taxes as the means of 
finance under Collier-Burns is puzzling. Much of the incidence of gasoline taxes falls on 
the consumer, not the supplier. 155 And even that view is a static one, since gas taxes 
under Collier-Burns were to be earmarked for more roads that would mean more cars and 
more gasoline sales. 

Efforts to explain this simple tax-roads-cars-gas linkage to oil executives in 1947 
were futile. A Collier associate wrote letters to heads of major oil companies on this 
point, stating “it seems too obvious for argument that more automobile drivers will travel 
more miles on wider, safer and more numerous highways, resulting in the consumption of 
more gasoline. ” 156 In the understated view of one subsequent commentator, the reactions 
of the oil companies to Collier-Bums “do not seem to have been very foresighted. ” 
Despite the fact that that “sales of gasoline, and the revenue therefrom, soared, ” 157 in the 
years after Collier-Burns was enacted, oil interests persisted in their political opposition 
to Warren. 

Ironically, Warren’s first job after receiving his law degree was with an oil firm; 
he had no particular desire to punish the industry. But he was able to cast the industry 
during the Collier-Burns battle as a villain. During one episode, when gas prices rose, 
Warren termed the increase a “political rise” aimed at killing the bill. The implication 
was that collusion of oil companies was behind the increase. To back that claim up, 
Warren asked the U.S. Department of Justice to investigate the alleged price fixing. 159 
Attacking the oil companies was sufficiently popular that the charge of price fixing was 
touted in Warren’s semi-official campaign biography when he ran for Vice President in 
1948. 160 


William Keck, President of Superior Oil, had supported Warren in his first 
campaign for governor in 1942. 161 Indeed, critics of Warren had labeled him “Oil 
Warren” for taking a campaign contribution from the petroleum industry. But Keck 
became a particular opponent of Warren’s after Collier-Burns. Warren felt Keck, who 
he termed a “vitriolic millionaire, ” was behind efforts to thwart his bid for the 
Republican nomination for the presidency in 1952. ~ A Keck associate charged that 
Warren had “abandoned Republicanism and embraced the objectives of the New Deal” 
during the 1952 presidential primary campaign. Later, when he became Chief Justice of 
the Supreme Court, Warren believed that Keck and others in the California oil industry 
were continuing their vendetta by backing the “Impeach Earl Warren” movement. 164 

Today economists tend to justify use of gas taxes on efficiency grounds, i.e., 
covering the hidden costs of pollution and congestion, as well as promoting conservation 
and providing highway funding. 165 Efficiency and conservation are not considerations 
that would be expected to be attractive to oil companies. But it is unclear why the oil 
companies failed to back Collier-Burns from pure self-interest in 1947. Of course, from 
their perspective, it would have been preferable if the freeways could have been built 
from manna falling from heaven. But that source was not on offer. Almost a decade 
later, as noted below, road-building manna did fall on California - although from 
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Washington rather than heaven. However, that manna was also financed by a (federal) 
gasoline tax. 

The best that could be said for the oil company opposition was that there was a 
history in the pre-World War II era of diversion of gas tax and other motor vehicle- 
related taxes to non-car uses in many states. A study before the War estimated the 
percentage of this diversion at around 15%. 166 But this tendency was not a California- 
centered phenomenon. Indeed, California officials looked at the problem in reverse. The 
existing gas tax was supposed to pay for roads and yet from their perspective the state’s 
problem had been that General Fund money had been diverted to roads indirectly to pay 
off highway-related bonds. 167 

In fact, California voters had already passed a constitutional amendment - Prop 3 
in 1938 - designed to avert diversion of gas tax funds to non-road purposes. Although no 
enacted rule is ironclad - even one placed in a state constitution - almost two-thirds of 
the voters favored Prop 3. That margin suggested strong political support in California 
for using the state's gas tax revenue for roads. 

Moreover, the intent of the Governor and legislative proponents of Collier-Bums 
was clearly to expand California’s road system. As a follow-on to Collier-Burns, the 
Legislature passed another bill creating the Institute of Transportation and Traffic 
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Engineering at the University of California. Thereafter, the Division of Highways 
regularly recruited its technical personnel from UC-Berkeley. 169 In line with California’s 
progressive traditions, the aim of the bill was to foster technical expertise for future 
highway planning. The new Institute provided a home for Richard Zettel, who had done 
much of the research on Collier-Burns as it progressed through the Legislature, and many 
others. Thus, road-building was intended to be ensconced in state public policy. And 
road-building was given a formal academic base on which the state could call in the 
future as the freeway system was expanded. 

Of course, the current state budget crisis has seen diversion of funding from 
transportation - just as the oil companies feared back in 1947. But we are now decades 
beyond Collier-Burns. All in all, the gas tax turned out to be a pretty good investment 
for the industry purely from a perspective of gasoline sales. The gas tax was 
subsequently raised to capture the portion that had been lost in the compromise over 
Collier-Bums. By the time Congress passed the legislation creating the interstate 
highway system in 1956, California had already built 330 miles of freeways. In short, 
oil’s opposition to Collier-Burns is an illustration of the simple fact that sometimes 
special interest groups do not know what their special interests are. 

The Federal Aftermath 

“Legislation to provide a modern, interstate highway system is even more urgent this 
year than last. ’’ 


President Dwight D. Eisenhower 
Annual message to Congress in 1956 170 
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Although Collier-Burns is often treated as a footnote in histories of the American 
interstate highway system, it seems more likely that it was in fact a model - or at least a 
contributing influence - for the later Federal-Aid Highway Act of 1956. 171 That Act 
created the 41,000-mile Interstate and Defense Highway system and substantially 
increased available funding for California’s expanding freeways. In official histories, the 
Interstate system is often attributed personally to President Eisenhower and the 
impression made on him in occupied Germany by the Nazi’s autobahn. Whatever the 
inspiration, debate in Congress mirrored what had occurred in California nine years 
earlier. There was debate about a toll system versus a free system. Toll financing was 
still considered a live option in the early 1950s for the federal government, and in several 
northeastern states. 172 Indeed, it was the initial preferred option of the Eisenhower 
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administration. 

Despite this early support, tolls were eventually pushed off the table as the default 
financing mechanism. There was instead to be a Califomia-style gas tax earmarked for a 
trust fund to build the system, a proposal fiercely resisted by oil companies and with 
trucking firms battling to avoid a substantial tax on diesel fuel. But as in the California 
case, the use of a trust fund was a way of assuring that the gas tax paid by motorists 
would be funneled back into roads for the use of those motorists. 174 Warren-style 
arguments for enhancing motorists’ safety were invoked by proponents. And - again - 
subsequent observers were left to marvel at the opposition of oil companies to a financing 
plan that would lead to more driving. 175 

Could Congress have been unaware of the California model as the debate 
transpired and history repeated itself? Vice President Nixon was a Californian and a 
former senator and congressman from the state. What is now the (pre-Collier-Burns) 
Pasadena Freeway passed through his congressional district. That freeway’s high cost 
was among the influences that led to a search for an alternative to general fund financing 
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of such roads. Nixon spoke on behalf of Eisenhower to both the AASHO and the 
Governors Conference in 1954, stressing the deficiencies in the existing national highway 
system. 177 There were 30 California representatives in the House and two California 
senators. One of those senators, William Knowland, was Republican minority leader. As 
a member of the California state senate, Knowland had backed Prop 3 in 1938 which 
barred diversion of gas tax and registration fee revenue to non-road purposes. 178 So he 
clearly had an early interest in highway finance and the California approach to it. 
Richard Zettel, the California highway expert who provided much of the background 
information to the Legislature when Collier-Bums was enacted, also acted as a consultant 
to the Eisenhower administration on highways. 179 

By the mid-1950s, California had long been seen as an automobile state and it had 
already been building its freeways, thanks to Collier-Burns. It is implausible that the 
federal model ended up as a larger version of what California had already done merely as 
a coincidence. Some California observers have not been shy about noting that Collier- 
Burns became a model for others to imitate. When the City of Yreka built a monument 
to Randolph Collier, it inscribed it with the phrase “Father of the American Freeways.” 
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(Italics added) Perhaps that phrase should more properly have been carved on Earl 
181 

Warren’s memorial. 

California in the 1970s, with Prop 13, provided the model for the taxpayer revolt 
that spilled over into national politics in the Reagan era. But California in the 1940s was 
a model for something else. Its freeways provided a national model for a major 
expansion of federally-finance public works in the Eisenhower era and beyond. The 
Collier-Bums experience suggested that the national electorate would support 
achievements in public works, even if those works required higher taxes. After all, the 
California electorate had already done so. 

Lessons from Collier-Burns for Today 

"The Collier-Burns Act can be considered an important milestone in the life of our State. 
...It will keep our State among the most progressive and forward looking states in the 
Union." 

Governor Earl Warren 

announcing implementation of the newly-passed 
law 182 

“...No state had ever invested in public sendees and development as California did in the 
1950s and 1960s. ” 
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Peter Schrag, Paradise Lost 

Commentators on California’s fiscal dilemma point to the era of Governor 
Edmund (Pat) Brown (1959-67) as the high point for the state. During that era the system 
of higher education was greatly expanded under the Master Plan, freeway construction 
advanced (with the infusion of federal money under the Eisenhower program), and new 
and extensive water projects were built. Such commentators despair of ever returning to 
that Golden Age and point to underperfonning schools and deteriorating public services 
as a consequence of Prop 13 and subsequent ballot propositions. 

But there is an important point to note. The Pat Brown era did not occur in a 
vacuum. Had it not been for Warren’s earlier success with the freeways and other state 
endeavors, subsequent governors would not have had the public trust that would enable 
them to expand state infrastructure. It took years to establish that trust and will take years 
to re-establish it. 

Why was Warren able to rally public support for the Collier-Burns Act? 
Obviously, as Governor, he was able to use his personal popularity in his appeals to the 
public. But there are two other reasons for his success: 1) a jaundiced reputation of the 
Legislature and 2) an earlier history of California in successfully constructing public 
works. 
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Notions of special interests thwarting the Public Good had long been a motivating 
force in California, a state with a history of being a center of the Progressive Movement. 
And the image of the California Legislature of the 1940s was no better than it is today, 
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when lobbyists are viewed as the “third house” along with the Assembly and Senate. 

A legislative bribery scandal in the late 1930s had already led to the "Philbrick report" 
which dealt the corrupting influence of bribes, campaign contributions, and lobbying 
activities. 185 

Part-time legislators in the 1940s often relied on lobbyists to meet their daily 
living expenses while residing in Sacramento. In that decade infamous liquor lobbyist 
Artie Samish - prominently mentioned in the early Philbrick report - bragged openly that 
the Legislature was like a ventriloquist’s dummy in his hands. He even posed for a 
magazine photo with a dummy just to make the point. A newspaper editorial, 
summing up the legislative session of 1947 commented: 

“Experienced lookers-on at Sacramento have no hesitation in pronouncing the actions of 
the Legislature this session the most flagrant in years... The amount of corridor- 
huddling with lobbyists that goes on is shameless, and what results from this wide-spread 
spirit of mal-government is a general attitude of do-nothing until the question of ‘What’s 
in it for me? ’ has been asked and answered. ” 187 

Rallying public opinion against oil interests intent on blocking Collier-Bums was 
made easier for Warren, given the negative public perceptions of the Legislature and its 
proclivities. But such perceptions did not guarantee success for Warren. In the same 
1947 session, he was unable to rally public opinion sufficiently to enact universal health 
insurance for Californians, also a major Warren goal. An important difference was 
that California had a positive track record in producing public works but no past record of 
expertise in health insurance. 

In the water area, for example, the City of Los Angeles had completed its 
remarkable Owens Valley Project in 1913. San Francisco had built its Hetch-Hetchy dam 
(1923) as part of its water supply. And in the 1941, the Colorado River Aqueduct began 
bringing water to much of southern California through the Metropolitan Water District. 
As in the case of the freeways, environmentalists now look askance at these endeavors. 
But at the time they were seen as engineering miracles that fostered regional economic 
development. As for roads, California had completed the acclaimed Golden Gate 
Bridge and the Bay Bridge in the San Francisco area. 

Thus, when Collier-Bums was being debated in the Legislature, the public had 
every reason to believe that if the money were appropriated, the roads would be built. 
Yes, the public knew that there could be corruption, waste, and special influence in state 
and local government. But the overall record was good enough so that when Warren 
called on the public for support to pass the bill, he obtained the response he needed. 
Moreover, the poor image of the Legislature at that time made credible Warren’s charge 
that special interests were out to deny Californians their needed highways. 
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It is noteworthy that up to 1947, the major public works in California were local 
or regional affairs, even if state (and federal) money was involved. Warren’s success was 
due in part to a credibility established at other levels of government. Although the 
Legislature was not highly esteemed, Warren could overcome that obstacle as Governor 
by virtue of California’s local history and by capitalizing on his own popularity. The 
lesson is clear for contemporary California and its policy makers from the Governor on 
down. If the state is to return to a sound fiscal system, improvements in government 
delivery of service are needed to re-establish the earlier credibility and trust upon which 
Warren and successor administrations drew. 

Then as now, most of the services Californians receive from state and local 
government are in fact delivered by local governments: counties, cities, and special 
districts for schools, sanitation, and pest control. The long way back to fiscal 
rationalization at the California state level will have to start locally. And at the state 
level, Warren’s focus on highways may also have important lessons. Road construction 
and similar transportation projects are highly visible. Such projects could again be 
visible symbols to a public now skeptical about government’s capability to deliver. 

At the moment, however, liberals in the Legislature have goals such as expanding 
health coverage to the uninsured, providing access to affordable higher education, and 
generally addressing a host of social ills. In pursuit of those objectives, they butt heads 
with fiscal and social conservatives, producing legislative paralysis and political turmoil. 
Those in the Legislature with grand social goals will need to understand an important 
lesson from history: Unless the potholes are filled, the holes in California’s social safety 
net are unlikely to be. 

The fact that the car tax became a major issue in the 2003 recall suggests that the 
electorate doesn’t have confidence that it is getting value for its tax dollars. Roads are 
congested and maintenance has been deferred. Of course, fiscal aficionados will note 
that the car tax historically was just a property tax on cars and that it is really a local tax 
for general revenue rather than an eannarked tax for roads. However, the voting public 
does not consist of tax aficionados. Since both the car tax and the property tax are 
deductible from federal income taxes, these are taxes the state should least want to 
reduce. But that logic did not apply to the property tax under Prop 13, enacted because of 
the disconnect that developed between tax bills and local services in 1978. And it did not 
apply to the car tax in 2003. 

Conclusions 

Although the electorate was evidently persuaded at the time of the 2003 recall that 
a new Governor would overcome legislative gridlock and produce on-time budgets 
without deficits, those hopes were not realized. California did not receive an on-time 
budget for 2004-05 and a significant structural deficit remains to be addressed. The 
Governor in 2004 had to borrow to deal with prior and ongoing deficits - as former 
Governor Davis had ended up proposing in 2003. But since he cut the car tax and was 
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unable to make all the mid-year cuts Davis had envisioned for 2003-04, Governor 
Schwarzenegger had to borrow more than Davis requested. 

On the other hand, the new Governor did his borrowing with consent of the 
electorate under Props 57 and 58 - unlike the original Davis plan. And he did set in 
motion a plan to evaluate state government efficiency. Sadly, progress was not made in 
enhancing transparency in the presentation of the budget for 2004-05. Perhaps the issue 
of budgetary transparency can yet be li nk ed to the efficiency review. 

California history provides guidance on the long-term steps that will need to be 
taken to avert a future of continual budget crises. It will be necessary to demonstrate in 
tangible ways that when taxpayers pay, they also get. Californians were willing to 
support the construction of the freeway system in 1947, even though a state tax hike was 
part of the plan. They had confidence that what was promised would be delivered. Much 
of what Californians had received in the way of public works up to that time had been 
delivered at the local or regional level. That local history was sufficient to allow the 
passage of Collier-Burns at the state level. And the state did deliver the promised roads. 
With state credibility came public support for the later Master Plan for higher education 
and the water projects of the 1960s. 

Today, it remains the case that most voter contacts with government are local. 
Cities, counties, and special districts provide police, fire, sanitation, street maintenance, 
and schools. A longer-term resolution of the fiscal crisis will require a shift of both 
resources and responsibility away from Sacramento and to the local level. And the 
process of restoring that trust may well entail constraining fiscal devices such as 
earmarked taxes and dedicated funds, as under Collier-Burns. Good government types 
may dislike such devices and portray them as fiscal straight jackets. Legislators with 
social welfare objectives may want increased state revenues to pursue their goals. But 
without re-established trust linked to provision of tangible services to voters, legislative 
gridlock and imprudent state fiscal policy will persist. 
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Appendix B: Graphics from Selected Reports of the Legislative Analyst 


Figure Bl: LAO Analysis of Nov. 2002 Figure B3: LAO Analysis of 

Nov. 2003 
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Figure B2: LAO Analysis of May Revise 2003 Figure B4: LAO Analysis of 
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Appendix C: A Proposed Transparent 
Budget Format for the General Fund 

Receipts 

Revenue 

^Receipts expected from taxes, 
user fees, payments in lieu of taxes (e.g., 
Indian gambling), and interest received 
on state funds 

* Transfers from other state and 
local funds that do not have to be repaid 
to those funds excluding funds set up to 
borrow 

^Transfers from the federal 
government that do not have to be repaid 

Borrowing 

^Transfers from federal, state, 
and local funds that have to be repaid 

*Loans from external financial 
markets and institutions including 
transfers from funds set up to borrow 

Asset Accumulation and Liability 
Reduction 

* Addition to reserves including 
loans to local funds 

^Reductions in debt to federal, 
state, and local funds 


* Reduction in debt to external 
financial markets and institutions 
including transfers to funds set up to 
borrow 

Note: Borrowing + Asset Accumulation 
and Liability Reduction = surplus if 
positive or deficit if negative. Deficit or 
surplus will also be equal to Revenue - 
Disbursements. 

Disbursements 

Direct purchases of goods and services 
including labor 

Transfers and grants to federal or local 
governments or other state funds 
including debt forgiveness and excluding 
debt repayment 

Direct grants to individuals or private 
entities 

Interest on state debt (not including 
principal reduction) 
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6 Because these developments were analyzed in the prior budget chapters in California Policy Options, 
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